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The Relation Between Accountancy and Economics.* 
By JAmMEs Epwarp Le RossiGNot. 


All sciences are related to one another, more or less inti- 
matcly, because they all have to do with the same world and all 
are the products of human intelligence, but there is a very close 
relation between accountancy and economics, since they both have 
to do with a relatively narrow field, the field of business activity. 
The accountant and the economist, however, look at the subject 
from different points of view and with different motives. The 
purpose of the economist is to satisfy his scientific curiosity and 
to advance human knowledge by discovering the facts and laws 
of economic life. He desires to understand the economic process, 
why men engage in the production of wealth, what and how they 
produce, how the product is exchanged and how distributed. 
Hence economics is a pure science, and the economist, as such, is 
engaged in the pursuit of knowledge for its own sake, and not, 
primarily, for any practical purpose. The results of economic 
investigation may be, and often are, of great practical value to 
the statesman, the business man or the social reformer, but the 
economist must not think too much of these practical ends, else 
he is likely to be biased, consciously or unconsciously, in his 
search for truth. 

Accountancy, on the other hand, makes a comparative study 
of methods of recording transactions, with the object in view of 
presenting to the proprietors or other interested persons an ac- 
curate statement of the financial condition of a business enterprise, 
and is a highly important, if not indispensable means to success 
in business. Accountancy, therefore, is a practical or applied 
science, existing as a means to a definite, practical end, the devel- 
opment of the art of bookkeeping, and standing in a class with 
those sciences which deal with methods of teaching, methods of 
government, business methods, methods of social reform. 


*A paper read at the annual meeting of :The American” Association of Public Account- 
ants at Denver, Colo., October 19, 10009. 
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Whether the word accounting should be regarded as synonymous 
with accountancy or with bookkeeping is a question of nomencla- 
ture which must be left to accountants themselves to decide. 

To say that economics is a pure science is not to say that it 
is an exact science, like mathematics. That it is a science, and 
one of the so-called natural sciences, both inductive and deductive 
in its methods, cannot admit of doubt. It is an organized body 
of knowledge, dealing with a fairly well-defined set of phenomena, 
including a vast collection of facts which admit of scientific classi- 
fication and of generalization which at times attains the dignity 
of natural law. The economist, like other scientists, formulates 
hypotheses for the explanation of certain phenomena, and these 
theories he verifies or rejects by applying them to the explanation 
of other phenomena of a similar kind. Finally, in some cases, 
the economist is able to predict the results which are likely to 
follow from the presence of certain causes, and prediction is the 
crowning achievement of science. 

The most fundamental part of the science of economics is the 
theory of value, which is an attempt to explain the nature of 
exchange value, the causes and effects of changes in value, the 
productivity of the factors of production and their relative shares 
in distribution. As the science advances it wili become more 
exact and quantitative measurement of causes and effects will be 
more and more possible. In the study of values the economist 
gives much attention to the cost of production, which is the sum 
of the values of all the factors of production, and to the value of 
the product, which may, in individual cases, be greater or less 
than the cost of production.. Taking industry as a whole, the 
value of the product must be greater than the value of the land, 
labor and capital used in production, else the business man would 
not engage in business. The difference between the cost of pro- 
duction and the value of the product in the profit or loss of busi- 
ness enterprise, and the conditions under which profit or loss 
appear are of the greatest importance to economic science. 

The accountant deals with values in a very different way. 
He does not attempt to explain their origin and the causes of 
their variation, but uses them merely as the basal facts of an 
arithmetical calculation, the purpose of which is to show the 
financial condition of particular business undertakings. The ac- 
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countant, as such, does not inquire as to why the rent of land is, 
say $25.00 an acre, the wages of labor $2.90 a day, or the interest 
on capital 6 per cent. Nor does he, as an accountant, try to 
explain why the output of his concern sells for $100.00 or $200.00 
a ton, as the case may be, or why the profit is $1,000.00 a year, or 
the loss $2,000.00. The figures which the accountant sets down, 
particularly when he presents an analytical study of costs and 
returns, may go far toward explaining the values with which he 
deals and the success or failure of the undertaking of which he is 
a part, but when the accountant goes beyond his figures into the 
discussion of causes and effects he ceases to be an accountant 
merely, and becomes a practical economist or a scientific business 
adviser. And who could be better fitted to give expert advice 
than a thoroughly trained accountant who has, in addition to his 
knowledge of accounting, a general business training, a special 
knowledge of the business in which he is employed and some 
knowledge of economic theory? 

Although the spheres of these closely related sciences and the 
arts with which they are connected may be defined and delimited 
with some degree of exactness, that is not to say that scientists 
or practitioners must always confine themselves to their own 
special subjects. The chief business of the scientist is to investi- 
gate, not to give advice, and yet the scientist is often in a position 
to give valuable advice to those who have in hand the practical 
direction of affairs. Physiologists, for example, often give ad- 
vice to medical practitioners and psychologists do not refrain 
from advising teachers. Similarly, theoretical economists have 
given important information and advice to statesmen on such 
subjects as international trade, money, banking, taxation and 
public expenditure; and, as the art of politics becomes more 
scientific, economists will have more to say concerning all ques- 
tions of public policy. It is highly probable, too, that, as economic 
knowledge advances and the art of business becomes more scien- 
tific, the relation between economic science and the practice of 
business will be more clearly perceived and economic truth will 
be seen to have a very practical bearing upon the affairs of daily 
life. Already the scientific study of credit and industrial crises 
has been of direct benefit to business men, and no one can tell 
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what important practical results may follow from economic in- 
vestigations that now seem abstract and futile. 

On the other hand, the practical business man, especially one 
who has cultivated his power of observation and who has the 
broad view that comes from the study of economics, should be 
able to make valuable contributions to economic science as well 
as practical applications of economic principles. Mere theorists 
and mere practitioners are becoming less common than formerly, 
for economists usually give careful attention to the activ'ties of 
business and enlightened business men no longer despise economic 
theory. Theory and practice, knowledge and action, are two 
aspects of human life which can never be dissociated without loss 
to knowledge and to efficiency in practical affairs. 

But while the economic theorist should have a knowledge of 
practical business and the practical man should have some knowl- 
edge and appreciation of theory, the work of applying theory to 
practice must chiefly be done by a set of specialists standing mid- 
way between theorists and practitioners, and no class of men 
seem better fitted to undertake this important work than account- 
ants, who are in close touch with the financial side of business. 
No doubt the accountant, in becoming a business adviser or 
expert, will become something more than an accountant, but 
what accountant should regret to see broader fields of activity 
opening before him, even though he might have to leave his 
chosen profession and call himself by another name? Certainly, 
if accountants are to undertake the scientific direction of business, 
a knowledge of economic theory, in its narrower and broader 
applications, will be absolutely necessary. 

But even if the accountant confines himself to the study of 
methods of recording transactions, he may still find the study of 
economics of great value, not only for the information which it 
gives but also for the analytical method which it follows. The 
economist tries to see the economic organization of society as it 
is in all its parts and motions, although he knows that a complete 
and detailed view is impossible. The best that he can do is to 
create such a picture in outline, a sort of bird’s eye view of gen- 
eral business activity. But the same analytical method is fol- 
lowed in the study of a single business establishment, where it is 
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possible to see much of detail, even though the relations of the 
part to the industrial whole may not be clearly perceived, because 
of the limits to the power of human imagination. 

Is it not a fact that the accountant must go through exactly 
the same analytical process in devising a system of bookkeeping 
suited to the needs of a particular business? Only a study of 
the business in all its parts and all its relations to other lines of 
business can put the accountant in a position to create a system 
of accounts which shall be a true financial picture of the business 
in all its internal and external relations. The accountant, to do 
this, must be something of an economist. The scientific account- 
ant is, in a sense, an economist, and a realization of this fact, 
together with a more profound study of economic theory, cannot 
but be helpful to the accountant and beneficial to the science of 
accountancy. 

A study of economic questions, especially of some practical 
questions connected with the relation of large corporations, such 
as trusts, railroads, insurance companies and municipal monop- 
olies, to the public welfare, might be useful to accountants by way 
of calling their attention to the demand for publicity of accounts 
and a certain amount of public control. When business was car- 
ried on on a small scale the rights of the public were pretty well 
protected by competition and the accountant was expected to 
present his statement for the benefit of the proprietors alone, but 
now that business units are very large, involving a great central- 
ization of power, industrial and political, many people feel that 
accounts should be presented in a form intelligible to the general 
public and that the interests of the public should be protected by 
some form of public control. This feeling is growing rapidly. 
There is a demand for uniformity in systems of accounts, for 
publicity of accounts and for public control of public service 
corporations. These demands, if unreasonably resisted, are like- 
ly to result in excessive regulation which would be harmful to 
business and to the best interests of the public. Too much uni- 
formity in accounts would prevent variation, which is an essential 
condition of progress in accounting, as in other forms of organ- 
ization. Too much publicity would ignore the valid distinction 
between private and public affairs and would open the door to 
captious criticism by unscrupulous and ignorant people. Too 
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much public control would paralyse the motor nerve of business 
enterprise and put the production and distribution of wealth into 
the hands of an inefficient bureaucracy of civil servants. And 
yet, all these things are likely to come to pass unless accountants 
and other persons concerned put themselves into sympathetic 
relations with the reasonable efforts of reformers, who are usually 
better able to diagnose a disease than to suggest a suitable remedy. 

But if the accountant can learn something from a study of 
economics, it is certain that the economist can learn as much, and 
probably a great deal more, from the study of accounts. The 
theories of economists would be very vague without concrete and 
definite illustrations drawn from actual business experience as 
exhibited in accounts. Many statistics concerning prices of com- 
modities, wages of labor, rents, interest, profits, banking, insur- 
ance, railways, and so on, are obtained from the accounts of 
public and private undertakings. The concept of cost of produc- 
tion can best be illustrated by taking the items of money cost in 
an actual or imaginary enterprise, and the concepts of gross and 
net returns must be explained in the same way. The concept of 
productivity or efficiency of land, labor and capital remains ex- 
ceedingly vague until it is defined, as an accountant would define 
it, as the relation of the money cost of a factor of production to 
the money value of its gross product. The economist cannot 
measure such efficiency with any degree of exactness, but the 
accountant can, and the economist must take these results as the 
basis of his theories. In brief, the accountant supplies many of 
the facts upon which the science of economics is based, and no 
economist who would have his theories approximately correct 
can afford to disregard the facts. 

But if the study of accounts is valuable to the purely theoreti- 
cal economist, who studies chiefly the theory of value, how much 
more important must it be to those economists who endeavor to 
apply theory to the solution of the practical problems of the day? 
The question as to the governmental ownership of railroads, for 
example, is very largely, though not altogether, a financial ques- 
tion, to be answered by an investigation of the accounts of public 
and private railroads, as well as by a careful estimate, such as 
a purchaser would make, of the probable cost and revenue of the 
railroads when owned by the government. Economists alone, 
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without the aid of expert accountants, are unable to answer such 
questions, much less politicians depending upon interested parties 
or upon a prejudiced and unenlightened public opinion. 

Accountants and economists might well combine for the 
enlightenment of public opinion on many important subjects. 
In a democracy such as ours reforms can be brought about only 
through the force of public opinion, and only through investiga- 
tion by honest experts can public opinion be enlightened. Of 
all these subjects none is more important than the study of public 
revenue and expenditure, in order that the public may know and 
realize, how much they are paying in the form of taxes and how 
much they are receiving from public expenditure in the form of 
social benefits of one kind and another. The most superficial 
examination would immediately show that in the United States, 
if in no other country, taxes are high and are rapidly increasing, 
while public expenditure is wasteful, even where not tainted by 
corruption, and that the efficiency of public servants and of the 
civil service, state and national, is low. Per unit of money ex- 
pended the public receives a small amount of social benefit. The 
taxpayers, possibly, do not wish to pay less money, but they would 
like to get, for the money expended, as large a dividend as possi- 
ble, if not for themselves at least for their poorer friends and 
neighbors whom public expenditure is supposed to benefit. 

But one great difficulty in the way of effective reform is 
that, while the value expended is a known quantity, being ex- 
pressed in terms of money, the value received in the form of 
education, protection, public works and the other benefits secured 
by public expenditure is an unknown quantity, expressed neither 
in the form of money nor in any other definite way. Another 
difficulty, hardly less serious than the former, is that the efficiency 
of the public servants, who administer the public funds, is also 
an incommensurable quantity. In private business the efficiency 
of an employee is very quickly determined by methods well 
known to every accountant, but in public business, not carried on 
for profit, there is no exact measure of individual efficiency, and 
promotion and other rewards usually go by favoritism or by 
seniority, both equally ineffective measures of social productivity. 
Would it not be a contribution to human welfare more important 
than the invention of the wireless telegraph or the flying machine 
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if some member of this association should devise a system of 
accounting which would measure the efficiency of civil servants 
and the amount of social utility created by public expenditure? 
Until this is done it will be impossible to strike a balance between 
social cost and social revenue, no one will be able to tell whether 
government is carried on at a profit or at a loss, and there will 
be no limit to the increase of taxation and no effective check upon 
extravagance in governmental expenditure. 

















Depreciation, Renewal and Replacement Accounts.* 
By Hersert G. STOCKWELL, C. P. A. 


Probably no department of accounting has given accountants 
so much trouble as that indicated in a general way by the sub- 
ject assigned to me. Few of us would argue against showing in 
some way on the books of an operating business, the estimated 
amount of the depreciation of the plant. Some of us might not 
agree with any submitted scheme for such showing, but the idea 
that depreciation is going on further than can be offset by cur- 
rent repairs is too well fixed in our minds as a fact to admit of 
much dispute. 

Backing away from the intricacies involved from a close 
examination of any particular kind of plant, and taking a broad 
view of the subject in general, there seem to be three points 
which project themselves into sufficient prominence for ordinary 
observation. 

They are: 

(a) Legal requirements. 

(b) Various theories. 

(c) Practical difficulties. 

We accountants are placed in a difficult position in not hav- 
ing in our profession, a court of last resort. The opinion of one 
prominent expert accountant may conflict with that of another 
in a given set of facts. While this is equally true of lawyers’ 
opinions, should their differences become important, they will, 
before the controversy has proceeded far, come into a court of 
law where the question may be decided one way or the other. 
If dissatisfied with the result of the court in which their case is 
heard, the losing side may appeal to a higher court, but sooner 
or later some court of law says in effect, to one attorney, “you 
are right,” and to the other attorney, “you are wrong.” 

Having no court of the last resort of our own in which to 
decide disputed points of accounting practice, we must turn to 
the decisions of the courts of law for help in doubtful cases. This 
is quite a natural thing for us to do, for the reason that each and 
all points of accounting practice, where the interests involved are 


* A paper read at the annual meeting of the American Association of Public Account- 
ants at ver, October 20, 1909. Abridged by the author. 
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of such a nature that litigation will result, must finally be brought 
to the law courts for determination. While there are many dif- 
ferent ways in which questions involving our subject might be 
brought up, the most ordinary cases coming before the courts 
are those arising out of payment of dividends. These cases are 
brought into courts by creditors, receivers and shareholders of 
corporations, and are usually for the recovery from the directors 
or stockholders, the amount of dividends claimed to have been 
unlawfully paid. 

Almost all of our state legislatures have enacted in their cor- 
poration laws, requirements that dividends shall not be paid 
except under certain conditions. While I have not examined the 
statutes of every state, extracts from a few will be sufficient to 
show the general condition of the laws, so far as the legislatures 
of the various states have passed on the matter of unlawful 
dividends. 

In the following, selected as typical cases, | have quoted only 
so much of the acts as show the prohibition. The penalty usually 
is the recovery of the amounts unlawfully paid, from the directors 
voting or acquiescing in the dividend. 


ExTRACTS FROM STATE STATUTES. 


Delaware—* No corporation created under the provisions of 
this act, nor the directors thereof, shall make dividends except 
from the surplus or net profits arising from the business. Divi- 
dends may be paid in cash or capital stock at par, but otherwise 
the corporation shall not divide, withdraw, or in any way pay to 
the stockholders, or any of them, any part of its capital stock, or 
reduce its capital stock, except according to this act, etc.” 

lowa—“If the directors or any other officers or agents of any 
corporation shall declare and pay any dividend when such cor- 
poration is known by them to be insolvent, or any dividend, the 
payment of which would render it insolvent or which would 
diminish the amount of its capital stock, etc.” 

Maine—“Corporations not created for literary, benevolent, or 
banking purposes, shall not divide any of their corporate prop- 
erty, as to reduce their stock below its par value, until all debts 
are paid, and then only for the purpose of closing their concerns, 
etc.” 

Massachusetts—‘“For declaring or assenting to a dividend if 
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the corporation is, or thereby is rendered, bankrupt or insolvent, 
to the extent of such dividend, etc.” 

Nevada—“The directors of every corporation created under 
this act shall have power, after reserving over and above its 
capital stock paid in, such sum, if any, as shall have been fixed by 
the stockholders, to declare a dividend among its stockholders 
of the whole of its accumulated profits, in excess of the amount 
so reserved, and pay the same to such stockholders on demand, 
etc.” 

New Hampshire—“‘No dividend shall be made, and no part 
of the capital stock shall be withdrawn or refunded to any of 
the stockholders, when the property of the corporation is insufh- 
cient, or will thereby be rendered insufficient for the payment of 
all its debts, etc.” 

New Jersey—‘The directors of a corporation shall not make 
dividends except from its surplus, or from the net profits arising 
from the business of such corporation, nor shall it divide, with- 
draw, or in any way pay to the stockholders or any of them, any 
part of the capital stock of such corporation, or reduce its capital 
stock, except as authorized by law, etc.” 

New York—“The directors of a stock corporation shall not 
make dividends, except from the surplus profits arising from the 
business of such corporation, nor divide, withdraw, or in any 
way pay to the stockholders, or any of them, any part of the 
capital of such corporation, or reduce its capital stock, except as 
authorized by law, etc.” 

North Carolina—No corporation shall declare and pay divi- 
dends except from the surplus or net profits arising from its 
business, nor when its debts, whether due or not, shall exceed 
two-thirds of its assets, nor divide, withdraw, or in any way pay 
to the stockholders, or any of them, any part of its capital stock, 
or reduce its capital stock, except according to this chapter. etc.” 

West Virginia—“If the board declare a dividend by which 
the capital of the corporation shall be diminished, etc.” 

An analysis of the foregoing shows that the various legis- 
latures have not all had the same object in mind, when the 
statutes from which these extracts were taken were formed. 

Some states seem to regard insolvency as the test by which 
it may be determined whether or not dividends must be with- 
held. Others insist that dividends shall be paid only out of net 
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profits. Still others prohibit the payment out of the capital stock 
of the company. 

I recommend a careful study of the acts of the various states, 
as the many questions concerning “net profits,” and what con- 
stitutes impairment, will probably arise in states in which little 
if any thought has heretofore been given to them. 

The charter and by-laws of a corporation form the law of 
that corporation, subject, of course, to the state and national laws. 
Within recent years the by-laws of some corporations contain 
clauses to the effect that dividends shall be paid out of net profits 
only. In some cases the method of determining what constitutes 
net profits is sufficiently described, so that it is comparatively 
easy for the accounting officer of the corporation to frame his 
accounts, Examination of the charter and by-laws of each cor- 
poration should be made by public accountants in connection with 
the financial accounts, to see if they throw any light on the sub- 
ject of deductions from income. 


DECISIONS OF THE COURTS. 


The decisions of the courts in the various states are by no 
means uniform, and one of the most difficult things to do is to 
draw some general rule from the decisions. It would seem that 
each one was decided on its own particular set of facts. The 
following language, taken from Morawetz, on “ Private Corpora- 
tions,” seems to express the general view of a large number of 
cases decided both in England and the United States: 

In determining whether a company is entitled to pay a divi- 
dend to its shareholders, the property acquired for permanent 
use in carrying on business may be valued at the price actually 
paid for it, although it could not be sold again except at a loss. 
And even although the business of the company should prove 
less profitable than was anticipated, and the value of the whole 
concern, and consequently of the shares representing it, should 
greatly depreciate in actual value, it would not be necessary to 
accumulate the profits until the depreciation had been made up 
and the value of the shares again raised to par. All that is re- 
quired is, that the whole capital originally contributed by the 
shareholders, shall be put into the business and kept there; that 
no part of it shall be taken out again, directly or indirectly, and 
given back to the shareholders. 

While there are some cases which would seem to indicate 
that dividends may be declared even though the ordinary repairs 
have not been made to the plant, it seems to have been held by 
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the majority of the court decisions that so long as the actual 
things constituting the capital of the corporation be not paid out 
to the stockholders, and ordinary repairs are made so the piant 
is kept in good working condition, dividends may be paid, even 
though depreciation has not been taken care of. These courts 
seem to hold the view that the original cost of the plant is repre- 
sented by certain items which must be kept intact, that is, not 
intact so far as depreciation is concerned, but intact so far as 
the actual thing is concerned. In other words, so long as the 
plant remains as a plant, with all the different parts present, the 
capital is said to have remained intact. If, for instance, the cap- 
ital paid in to a corporation was $500,000, and consisted at the 
end of any given period of $500,000, including the manufactur- 
ing plant at its original figure, good book accounts and cash, 
after deducting liabilities, the capital would be intact. Any gains 
over and above that amount would be surplus assets not forming 
a part of the capital. The surplus would be available for divi- 
dends. 


There are, however, here and there throughout the states, 
cases that seem to show that the courts have taken a more critical 
view of the subject of the depreciation of capital. In R1icHarp- 
son vs. BUHL, 77 Micu. 632 (1889), the court approved of the 
following statement: 


“That the first thing to be done by any manufacturer, who 
would ascertain his net earnings during the preceding year, is 
to take a careful inventory of what he has left, including his 
plant and machinery, and then make just and full allowance for 
all losses and shrinkages of every kind that he has suffered in his 
property during the year, and for all expenses of every kind, 
ordinary or extraordinary, that have occurred during the year; 
and having made such inventory, and deducted such losses and 
shrinkages of every kind, his net earnings will be the difference 
between all his investments in his business and all his expenses 
of every kind on the one hand, and this new inventory, with the 
deductions properly made, and all that he has received of every 
kind on the other hand; and if his books are properly kept and 
proper deductions made, these net earnings will finally appear 
on the balance sheet, to the credit of the profit-and-loss account.” 

The above case seems to express in very clear language just 
what ought to be done by a corporation before it declares divi- 
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dends, but it must be remembered that this is by no means a 
universal rule of law. On the contrary, the majority of the deci- 
sions which I have examined seem to make clear that if the 
original capital remains intact, so far as the thing itself is con- . 
cerned, and has not become utterly worthless by depreciation, to 
the extent that it is known to be practically worthless, no deduc- 
tion need be made from the profits to offset the depreciation be- 
fore dividends may be declared and paid. The courts view dif- 
ferently, in many cases, suits by creditors or receivers to recover 
alleged illegal dividends from applications by stockholders them- 
selves to restrain directors from paying dividends. In the former 
case, it must, as a rule, be clearly shown that the directors knew 
or ought to have known that the capital had been seriously im- 
paired ; and in the latter case, more consideration would be given 
to the physical condition of the plant as to its maintenance; but 
as a general proposition the courts have been inclined to leave 
the question of propriety of dividends to the judgment of the 
directors. 


It must be remembered, however, that considerable change 
in method has manifested itself in the accounting departments 
of various public service, industrial and manufacturing corpora- 
tions during the past few years. The tendency at the present 
time is along the lines of more study of the subject of deprecia- 
tion, and its effect upon the plant values. It seems to me that the 
Michigan case referred to above, although decided in 1889, ex- 
presses what will eventually be the thoughts of the courts when 
the subject is properly presented before them. A number of the 
law book text-writers under the subject of dividends seem to 
recognize this as the correct principle, although they are forced 
to state that it is not universally maintained up to the present 
time. 


STATE RAILROAD COMMISSIONS. 


Many of the states have organized commissions for the super- 
vision of railroads and other public service corporations. Inquiry 
of all the states produced replies so far, showing that in Idaho, 
New Mexico and Maryland, no railroad commissions have been 
formed. The railroad commissions of the following states have 
issued no orders regarding depreciation, renewals or replace- 
ments: Vermont, New Jersey, New Hampshire, Massachusetts, 
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Maine, Missouri, Montana, Louisiana, North Dakota, Nevada, 
Kentucky, Florida, California, Connecticut, Arizona, Alabama, 
South Carolina, Rhode Island, North Carolina. 

From correspondence and pamphlets received from the fol- 
lowing states it would appear that the commissions have no spe- 
cial orders regarding the subject, but are inclined to follow the 
Interstate Commerce Commission’s rulings in such cases as 
arise before them: Oregon, Minnesota, Kansas, Iowa, IIinois, 
Indiana, Arkansas, Texas, Pennsylvania, Georgia, Michigan, Vir- 
ginia, Ohio. 

Several of the states have given the suject considerable study 
and have issued orders directly bearing upon the subject, to vari- 
ous corporations coming under their control. From the pamph- 
lets and orders received, it would seem as though the states of 
New York and Wisconsin have gone into the matter further 
than any of the other states, while the states of Oklahoma and 
Nebraska have taken up the subject, but in less detail. It will 
be seen that there is no uniformity in legislation on this subject 
in the states, and in many states no attention whatever has been 
paid to the subject, and in others the Interstate Commerce Com- 
mission’s rulings are looked to for guidance in any special cases 
coming before the commissions. It is interesting to examine the 
orders issued by the four states referred to on these particular 
subjects, and all those desiring to obtain a clear understanding 
of the subject are advised to study them. 

Of course these various state railroad and public service com- 
missions have jurisdiction only over the corporations doing busi- 
ness in their respective states. In most of the states in which 
commissions have been formed, the jurisdiction has been assumed 
over railroad corporations only. Others have taken into their 
jurisdiction, other public service corporations, but in no case, so 
far as I have been able to see, has the state attempted to regulate 
the keeping of the accounts of manufacturing corporations of 
any class. Corporations coming within the description of com- 
mon carriers are now under the jurisdiction, for certain purposes, 
of the Interstate Commerce Commission. 


INTERSTATE COMMERCE COMMISSION ORDERS. 


It has been seen that many of the state commissions, either 
public service or simply railroad commissions, have followed the 
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Interstate Commerce Commission’s rulings, and even where the 
states have created their own commissions, in many of these the 
regulations regarding our subject have been copied either in full 
or in part from the Interstate Commerce Commission’s regula- 
tions. It would, therefore, seem to be of considerable impor- 
tance, in a consideration of this subject as applied to common 
carriers, to turn to the act to regulate commerce, and see what 
our national government has to say regarding the accounts. The 
authority to require accounts to be kept in certain form is con- 
tained in Section No. 20 in the Act to Regulate Commerce, as 
amended June 29, 1906, and April 13, 1908. Space here is too 
limited to permit of a copy of this section, which has often been 
published. 

Briefly, the Act requires the amounts of railroads to be kept 
in a certain way, and numerous orders have been issued by the 
Commission, describing the accounts to be kept. In the “ Classi- 
fication of Operating Expenses,” third revised issue, on page No. 
10, Prof. Henry C. Adams, in charge of statistics and accounts, 
says as follows: 

“Consideration of Depreciation—A number of points have 
been raised by correspondents relative to depreciation, that call 
for the following general statements, all of which bear upon the 
manner in which depreciation accounts should be treated :” 

“1. The question of depreciation is fundamentally a question 
of value, and not a question of maintaining the original capacity, 
or a standard of operating efficiency, or of keeping full the num- 
bers in equipment series. 

“2. The depreciation rules may be worked either on the basis 
of the value of individual cars and locomotives, or on the basis 
of the value of series of cars and locomotives. On this point ac- 
counting officers are at liberty, until advised to the contrary, to 
follow whichever method seems to them the more appropriate.” 

“3. The basis of accumulation—that is to say, the amount to 
which the percentage rate is applied—ought, in strict theory, to 
be the original cost. For the current year, however, accounting 
officers are at liberty to accept original cost (estimated, if not 
known), record value, or purchase price. The term ‘record 
value,’ should not be interpreted to mean the value of the equip- 
ment as it stands in the capital account (unless that account repre- 
sents the original value of the equipment on hand), but the actual 


06 




















Depreciation, Renewal and Replacement Accounts. 


cost or value of all equipment, regardless of where charged when 
purchased; and in case purchase price be accepted as the basis 
of the percentage charge to depreciation, the percentage rate 
should be limited to the rate required to replace the price paid. A 
second-hand locomotive, for example, is not called upon to pro- 
vide for its replacement, when abandoned, by a new locomotive. 
As stated above, it is values and not locomotives with which de- 
preciation charges deal.” 

“4. The application of depreciation charges for the current 
year and subsequent years must not be influenced by the practice 
of years past. In case property has been appreciated by excessive 
charges to operating expenses in years past, the value thus placed 
in the property must be regarded as a permanent undivided asset 
to the stockholders. On the other hand, in case property has de- 
preciated on account of insufficient charges to operating expenses 
in years past, this fact must not be permitted to influence the 
determination of the depreciation rate for the current year.” 

A number of pamphlets have been issued by the Commission 
which contain interesting descriptions of accounts having to do 
with depreciation. One contains a form for balance sheet ordered 
to be put in effect July 1, 1909. 

The reserves in which we are at the present time interested 
are contained under the general heading of account No. 44, 
“Operating Reserves.” The general description of the account 
is as follows: 

“This account should include the ledger balances in the re- 
serves created to cover past depreciation of property; reserves 
created since July 1, 1907, by charges to operating expenses to 
cover accrued depreciation of equipment and of way and struc- 
tures when a plan for such purpose has been adopted by the 
carrier; reserves created by charges to operating revenues or to 
operating expenses to provide for overcharge, personal injury, 
insurance and other claims; and similar reserves. The credits 
in this account should be sub-divided as follows: 

(a) Reserves for replacement of property. 

(b) Reserves for other purposes. 

By the new orders, the distinction between aditions and bet- 
terments has been abolished. The equipment accounts are di- 
vided into two general accounts: (1) Equipment to June 30, 
1907. (2) Additions and betterments since June 30, 1909. No 
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additions and betterments may now be charged to profit and 
loss or income or any special fund. All such purchases must 
show on the balance sheet. In order to provide for the taking 
out of the income account any such expenditures charged there, 
an account is provided in the balance sheet on the liability side 
No. 48—“ Additions to property through income since June 30, 
1907.” The description of the account is as follows: 

“This account should include the cost of property acquired by 
expenditures of appropriations from income, since June 30, 1907, 
whether such expenditures are for new lines or for additions and 
betterments of existing lines. The amount standing to the 
credit of this account should be included in the amount reported 
under account No. 1-B, “ Road and Equipment since June 30, 
1907.” 

Equipment additions and betterments should now be charged 
not only with additional equipment purchased, but with equip- 
ment purchased to take the place of discarded equipment. In 
case of such replacements, the charge to the equipment account 
is the excess of the cost of the new equipment over and above the 
cost of replacing the old equipment with that of a similar kind 
and quality. The cost of such replacement in kind and quality 
is to be charged to operating expenses, and the excess added to 
the equipment account. 

The new orders, effective July 1, 1909, also provide that the 
depreciation in the former orders regarding depreciation on Way 
and Structure may be met by the carriers who may open an 
account for such purposes after obtaining authority from the 
Commission. 

In the opinion of the officers of some of the largest railroads 
in the country, the Interstate Commerce Commission has made 
a most serious mistake in its last orders regarding additions and 
betterments. 

According to their views, railroad equipment should be kept 
up to a standard of efficiency, and the expense of so doing should 
be charged to operating. The maintenance of the equipment 
necessarily includes the purchase of new equipment to take the 
place of that worn out. If, for instance, a railroad has in use 
100,000 freight cars, it should constantly keep the full number 
on hand, replacing discarded cars with new cars. The cost of the 
new cars should be charged to operating expenses. They say that 
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under the new orders, a dishonest management may allow these 
cars to run down to the lowest possible point and then discard 
them. A little later on they can purchase a lot of new cars and 
charge the cost to “ Additions and Betterments,” thus capitaliz- 
ing what the honest managers would treat as operating expenses. 
The failure to make proper repairs at the last stage of the useful- 
ness of the old cars would in effect increase the net earnings, 
and the day of reckoning, which under ordinary accounting, 
would come when the new equipment is purchased would, under 
the last orders of the Commission, never arrive, because the 
railroads are ordered to charge the new equipment to “ Aditions 
and Betterments.” 

The Commission consulted with the railway accountants 
before issuing the orders, but it is thought that it has been led into 
a position from which it will have to eventually recede. It is 
thought that many of the railroad accounting officers see in the 
new orders an opportunity to show better operating results, and 
consequently were heartily in favor of them, while the few rail- 
roads who oppose this plan constitute the conservative element 
in railroad circles, wherein it is a fixed belief that the manage- 
ment owes it to the public, the investors and to the stockholders, 
to maintain the equipment intact out of earnings. Furthermore, 
a question of law seems to have been raised in these orders. 
By directing that all new equipment shall be charged to Additions 
and Betterments and not to operating expenses, some railroad 
men think that the Commission has taken a more advanced posi- 
tion with regard to the actual management of railroads than it 
can successfully maintain. The Commission can undoubtedly 
prescribe the form in which accounts shall be kept, but they 
question whether it can interfere with the management of the 
road to the extent of directing just what is an operating expense 
and just what is a capital outlay. 

If the question is seriously raised, the Commission will prob- 
ably answer that all of the accounts prescribed should be cor- 
rectly kept. If the depreciation charge to operating is calculated 
correctly, the charge to operating expenses for proper mainten- 
ance will not be omitted, but will appear in the accounts at the 
time when the depreciation actually occurs. Furthermore, if 
repairs and renewals are neglected, the omission in the reports 
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of charges for such expenses will invite attention to the bad 
management. The judgment of the directors of a railway does 
not seem to be affected when all of the accounts are taken into 
consideration. The charge for depreciation may be sufficiently 
large to produce an operating charge ample to enable the officers 
to maintain the road out of earnings. 

The difference between the railroads and the Commission on 
this point seems to be a mere question of accounts. The rail- 
road men think that the cash outlay is the important entry and 
the conservatives want to charge the actual outlay to operating ; 
while the Commission apparently regards the depreciation 
account as the means by which the actual maintenance of the 
road can best be shown in a charge to operating expenses. 

From my brief inspection of the new orders it appears to me 
that, so far as the particular point is concerned, the Commission 
is more in accord with correct accounting than those opposing 
the orders. “Cost,” if used, should mean cost and nothing in 
the property accounts prefixed by that word should appear but 
cost, 

In property, whether railroad or industrial, where it is possi- 
ble to adjust the book values by means of inventories and 
appraisements it would be best to do so and then the balance 
sheet would represent “ present value,” a condition to be desired. 
But surely, in cases where such appraisements are impracticable, 
it is better to adhere to the definite tangible ascertainable fact, 
“cost.” 

When from this amount there is deducted the accumulation 
of estimated depreciation found in the reserve accounts, the bal- 
ance if the accounts have been honestly kept, will show the 
original cost less the best calculation possible to obtain of the 
amount of the deterioration in value of the property form the 
original cost. 


TAXATION. 


Besides the question of payment of dividends out of capital, 
is the other serious question of taxation. Some taxes on plants, 
manufacturing, industrial, public service and others are levied 
upon gross receipts, others upon valuations of property, and still 
others, upon value of the stock according to the books. What- 
ever taxes are levied upon gross receipts will not be affected by 
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the book valuation of plants, but taxes levied upon the valuation 
of stock would be largely affected by the treatment on the books 
of depreciation. The book value of the stock would, of course, 
show in the excess of the assets over the liabilities. If that ex- 
cess is reduced by a proper provision for depreciation, then the 
book value of the stock would be reduced, and the tax would be 
less to that extent. If the tax is levied upon the value of the 
real estate and improvements, without regard for the other 
items, then the proper reduction of the book value should repre- 
sent as nearly as possible the true value of the plant, and ould 
naturally affect the amount of the assessment. Almost all states 
require corporations to make reports of some kind to the state 
authorities for the purpose of levying taxes, and it would seem 
that all corporations should pay very careful attention to the 
matter of depreciation, in order that their taxes may be justly 
levied. If the depreciation exists, it should be shown, in order 
that the actual value of the property may form the basis of the 
taxation, instead of the original cost. 


CoRPORATION Tax Act. 


The subject of depreciation will become very important at the 
end of the present calendar year, when corporations prepare their 
reports to the Internal Revenue Department, under the act of 
Congress passed August 5, 1909. By this act, “every corporation, 
joint stock company or association organized for profit and hav- 
ing a capital stock represented by shares, shall be subject to pay 
annually a special excise tax equivalent to one per centum upon 
the entire net income over and above $5,000, received by it from 
all sources during such year.” 

In ascertaining the net income there may be deducted, among 
other things, a “reasonable allowance for depreciation, if any.” 

While, as I have said, no regulations have been formulated, 
directing that the accounts of manufacturing corporations be kept 
in any specified way, the wide-reaching effect of this corporation 
income tax should cause an immediate consideration of the ques- 
tion of depreciation by all corporations, excepting the small con- 
cerns whose incomes do not reach $5,000 per year. 

Heretofore the matter of depreciation has been thought to be 
largely a matter of a private nature, concerning no one outside 
of the corporate management. While there are now, and have 
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been, many officials who have given careful consideration to this 
subject, they are few in numbers compared to the immense aggre- 
gate of corporations whose officials have not treated the matter as 
one for serious thought. 

But now, since the act of August 5, as soon as the manage- 
ment of corporations become aware that this is a matter of dol- 
lars and cents to them, great interest will be taken, and much 
discussion of all the depreciation theories and traditions will be 
started. 

Of course the first thought of officers of corporations will 
be that the tax is unconstitutional, and it is more than probable 
that an attempt will be made to upset it, the preliminary step 
being taken by some large corporation, in the form of a petition 
to the court for an injunction restraining the local deputy col- 
iector of internal revenue from collecting the tax. 

The large amount of the tax that will be collectible from some 
of our large corporations will be sufficient to create active inter- 
est in testing the constitutionability of the act. Whatever the 
final disposition of the act, it will not be safe for any corporation 
officer to rest upon the possibility that it may not ultimately affect 
his corporation. Even if the act should be declared unconstitu- 
tional the collection of tax on income may be delayed only a 
short time. Effort is now being made to have the state legisla- 
tures authorize a change in the national constitution, in order 
that there may be no question regarding the power of Congress 
to levy taxes on incomes. 

The corporation officials will naturally turn to public account- 
ants for advice regarding depreciation, in an effort to ascertain 
the proper amount that should be deducted from income, and the 
position of many of us will be reversed from that of urging a lib- 
eral amount of depreciation, to that of counselling a conservative 
calculation. 

Taxes are dreaded by all classes of people, and corporation 
taxes are sought to be reduced or avoided by many corporations, 
as a matter of principle. 

The act just passed will effect depreciation to the extent of 
$10 on each $1,000, so that it is not difficult to see that a liberal 
amount of depreciation will be shown in the reports of all cor- 
porations at the end of this and future years. 

We shall have to take the subject up in all seriousness and 
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attempt to so fit ourselves that we may give good counsel. Many 
of us will be called upon for the first time to certify to the depre- 
ciation reductions from the income account for the current calen- 
dar year, only a little over two months from the time of this 
meeting. 

Summing up the law as bearing upon depreciation, it seems 
that: 

(a) All railroads doing an interstate business must show 
depreciation charges in reports to the Interstate Commerce Com- 
mission. 

(b) In some states public service corporations must show 
depreciation in their reports to the state authorities. 

(c) All corporations may show depreciation as deductions 
from income, in their reports to the Commissioner of Internal! 
Revenue. While this is not obligatory, it is lawful to make rea- 
sonable deductions for depreciation, and will probably be attended 
to quite universally. 

(d) Regarding dividends, as a general rule corporations may 
pay dividends without providing for depreciation unless it is well 
known and extensive enough to constitute utter disregard of the 
maintenance of the property, but caution should be exercised in 
such payment, for the reason that when such matter is brought 
into court from now on, the subject of depreciation and the di- 
rectors’ responsibility therefor is likely to be more intelligently 
presented to and considered by the court. 


(To be continued ) 
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Depreciation. 
By H. W. Witmor, C.P.A. 


That the mind dwells with more pleasure on “ Appreciation ” 
than on such topics as Superannuation, Antiquation, Exhaustion 
and Obsolescence, our practical experience with clients has most 
likely demonstrated to us all; but though the atmosphere of this 
subject “ Depreciation,” may not be altogether exhilarating, Mr. 
Stockwell’s paper on this subject submitted at the recent annual 
meeting of the American Association of Public Accountants held 
at Denver has succeeded in furnishing us with certain fresh points 
of view in a novel manner. So much has been written about 
“ Depreciation ” that it is not easy to introduce a new phase of 
the question, and we are very much indebted to Mr. Stockwell for 
his interesting treatise. 

In discussing the points brought forward, the best plan will 
be to follow Mr. Stockwell’s own divisions. 


LEGAL REQUIREMENTS. 


First, then, as regards the “ Legal Requirements,” it seems 
that whenever the various state enactments approach this 
matter of the responsibility of directors to provide for the 
expiry of values, the phraseology is most ambiguous. Account- 
ants evidently had no hand in drafting these laws. Cer- 
tain states (as for example, Maine) require that companies shall 
not by means of dividends “reduce their stock below its par 
value.” What these words were meant to convey, it is difficult 
to say. The ordinary business interpretation probably is that 
the capital assets, in respect of which the stock was issued, must 
remain for the protection of the creditors, 7. ¢., they must not 
be turned back to the proprietors so as to damage those who 
gave credit on the supposition that its assets were (at all events 
legally) of a certain declared value. 

The laws which have been referred to in other states, e. g., 
Iowa, Massachusetts, Michigan, etc., emphasize the impropriety 
of directors distributing among the owners the few assets that 
are left after they know that their company is unable to meet 
its debts. This, obviously, does not in any way deal with the 
maintenance of the capital assets. 

The state legal requirements bearing most closely on “ Depre- 
ciation ” seem to be those of Delaware, Montana, North Carolina, 
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New Jersey, New York, etc., in which it is laid down that divi- 
dends shall be declared only out of “net profits arising from 
the business.” If through the operation of fixed assets and the 
turning over of the current assets, additional assets have been 
acquired, these will not form additional security to the creditors ; 
but on the other hand, only these assets can be returned to the 
proprietors Dividends may be declared only out of that wealth 
which has been acquired by trading operations and which, there- 
fore, can be withdrawn and yet leave the parent wealth intact; 
but it can hardly be read into the law that this parent wealth 
must be maintained out of “ Revenue by Depreciation Charges,” 
before the proprietors take anything out of the business. There 
appears to be practically no obligation imposed by the law on 
anyone to maintain capital assets at their original value. 

The courts, on the contrary, have commenced to take a 
stronger position on the question, and in at least two recent cases, 
decided opinions have been expressed in line with the accounting 
and sound business principles with which we are familiar. 

In the case of GeorcE W. Hit. er Av. vs. ANTIGO WATER 
ComPaANy, the Railroad Commission of Wisconsin held that in 
determining what is the fair value of public utilities for rate 
making purposes, “the original cost of construction, the cost 
of reconstruction new, the cost of reconstruction new less depre- 
ciation” were among the elements which constitute evidence. 

The decision goes on to say: “ Depreciation may be described 
as the amount that must be regularly set aside to cover wear 
and tear, etc., in order to keep the original investment intact. 
It is an operating expense and should be borne by the customers 
through the rates paid by them for the services rendered by the 
utility. But when depreciation is so borne by them, it should be 
set aside until needed for the renewal of worn out or useless 
parts of the plants. If under these conditions it is not so set 
aside and used, but diverted to the stockholders for their use 
or personal benefit, this diversion is tantamount to the payment 
of dividends out of the capital.” 

And again: “Since depreciation, in a sense, is intended to 
keep the investment intact, it necessarily follows that by turning 
it over to the stockholders, a part of their capital is in reality 
returned to them, and that this in turn, is reducing their invest- 
ment in the plant.” This decision (which is of considerable 


105 














The Journal of Accountancy. 


length) will be found most interesting by those who come in 
contact with the question of the valuation of public utilities for 
rate making purposes. 

The other case is that of the Jamaica WaTeER Supply Com- 
PANY VS. THE STATE Boarp or TAX COMMISSIONERS. The deci- 
sion in this test case serves as a general guide in determining the 
valuation of a special franchise for tax purposes. On behalf of 
the state and the city, it was argued by the corporation counsel 
that the method for valuation was generally to find the net earn- 
ings, then to value tangible property, deduct from the net earn- 
ings a fair return on the present value of the tangible property, 
and by this process of elimination, determine the portion of the 
earnings derived from the franchise. Then to capitalize that 
portion of the earnings on a basis which business men familiar 
with the proportion regard as a fair return. The principal thus 
found measures the value of the intangible franchise right. 

The New York Court of Appeals expressed the opinion that 
the assessing officers were not bound to adopt any particular rule 
or method of valuation, but gave general sanction to the method 
of appraisal founded on the earning capacity of the property. 

In the application of this method, the court considered, among 
other questions, whether depreciation should be included in 
operating expenses, and held that “ judicial notice may be taken 
of the fact that in the conduct of many industrial enterprises 
there is a constant deterioration of the plant which is not made 
good by ordinary repairs and which, of course, operates continu- 
ally to lessen the value of the tangible property which it affects. 
The amount of this depreciation differs in different enterprises, 
but the annual rate is usually capable of estimate and proof by 
skilled witnesses. No corporation would be regarded as well 
conducted which did not make some provision for the necessity 
of ultimately replacing the property thus suffering deterioration ; 
and we cannot see why an allowance for this purpose should 
not be made out of the gross earnings in order to ascertain the 
true earning capacity.” 

The amount of the depreciation is correctly called an 
“estimate,” but these estimates should in theory be safeguarded 
in every possible way. The regulations governing public service 
corporations in New York adopt the excellent plan of requiring 
the regular amoritization reserves to be based on the estimates 
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of the officials. These estimates are to be accompanied by 
sworn statements of the facts and expert opinions upon which 
the estimates are arrived at. It would be a good thing if this 
idea could be extended to industrial companies by throwing the 
responsibility of declaring the economic life of each class of 
plant on the directors or officials. A company declaring an over- 
extended life would, in course of time, stand condemned, and 
(as has been suggested by a recent writer) no responsible 
engineers would be found to stake their reputation on such dec- 
larations. Eventually, a standard for each kind of undertaking 
would be established, and the present extraordinary state of 
affairs, under which dividends may legally be distributed without 
proper provision for depreciation being made, would pass away. 


VARIOUS THEORIES. 


Among the “ various theories” mentioned by Mr. Stockwell, 
there will be found advice which is very sound regarding the cor- 
rect attitude of the professional accountant toward the statement 
he is auditing. The statement is that of the company, and the 
English Companies Act of 1907 lays emphasis on this by making 
the directors append their signatures to the balance sheet. The 
accountant is in the position of a judge expressing an opinion as 
to the correctness of the balance sheet, but he is not responsible to 
the shareholders or to the creditors for the policy pursued by the 
directors, who may even decide, if they so wish, that no provision 
whatever shall be made for depreciation. Even in Great Britain 
the auditor who insists upon a proper depreciation charge is prob- 
ably going outside his statutory rights, but both in the United 
States and in Great Britain the auditor finds in practice that he 
can bring considerable influence to bear towards the adoption of a 
proper scheme and the provision of a fair sum to meet exhaustion 
of value. 

The certificate, on the other hand, is emphatically that of 
the auditor, and before signing it, it is his duty to study the 
phenomena of depreciation, and (bearing in mind that the question 
is far from being a matter of accountancy only) to avail himself 
of all opportunities for discussing them with the directors or 
engineers. 

In doing this, he will be met with a variety of theories. Mr. 
Stockwell has set forth three which have been lately propounded 
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by weighty authorities. Of these the first, viz., that “the question 
of the formal depreciation charges to operating expenses is simply 
a question of what constitutes cost of operation,” will commend 
itself to the majority here. Depreciation has actually taken place 
and must be a part of the working expense of the business. 
There is no escaping the incidence of this loss of the capital 
assets, and sound business policy requires that the amount of 
this loss should be estimated without any reference to the result 
of trading. It should represent the loss of value of the plant 
or equipment, which occurs whether trading is profitable or not, 
and if depreciation is set aside out of a figure called “ profit,” 
it should be made clear that this profit is “before charging 
depreciation,” which should then be clearly deducted. 

Wear and tear has been defined as “ diminished values arising 
from use,” while depreciation goes further, including “a shrink- 
age in value ” arising from use, lapse of time or the obsolescence 
arising from the progress of new inventions. Repairs, renewals, 
wear and tear and depreciation are, however, akin to one another 
and must be considered as a whole, for undoubtedly the repair 
or renewals of important units of plant considerably extend 
the “life” of the plant and thus affect not only the basis of 
calculating the depreciation rate, but the rate itself. While the 
“life” of the plant must be largely a matter of opinion and 
the expenditures on repairs and renewals must be taken into 
consideration in estimating it, it should not be forgotten that 
in the case of the majority of the units of plant, the tendency 
to obsolescence is the main factor to be considered. Not only 
is nature at work but also science. Nature is constantly 
“ breaking up to put together in other forms,” and no amount 
of expenditures on up-keep can postpone forever the day when 
science will take away from the asset its earning power. 

The usual methods of providing for this shrinkage in value 
are: (1) one reserve to cover repairs, renewals and deprecia- 
tion; or (2) a fixed annual charge; or (3) a fixed percentage 
on the original value ; or (4) a fixed percentage on the diminished 
value. These methods are mentioned merely in order to point 
out that the fixing of a percentage on the original cost sometimes 
omits the consideration of important factors such as distance 
traversed, time operated, quantity of production. Recently we 
have seen the production of giant industries, and the gross earn- 
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ings of large railroads greatly reduced, and it cannot be supposed 
that either plant or equipment can depreciate at the same rate when 
working at half time as when working overtime. For this reason 
it will often be found a good plan to base the estimate for 
depreciation on the tonnage output, or in the case of a railroad 
on the ton mileage basis. 

In this connection, attention is called to the recent rulings 
on the subject, viz., those of the Board of Trade of Great Britain 
on the allowances to be made by street railways in arriving at 
profits for income tax purposes, referred to by the Electric 
Railway Journal of September 25, 1909, in an article called 
“ Rules on Depreciation in Great Britain.” Between the Board 
of Trade and the Tramway and Light Railway Association, it 
was agreed that the “life” of the permanent way depends on 
the traffic thereon, and thus the average car-mileage per mile 
of track is the important factor in arriving at the “life,” which 
is reduced in proportion as the car-mileage increases. 


Under these rules, no allowance is made for expenditures on 
repairs or maintenance, but the annual depreciation charges may 
aggregate (over the life of the permanent way) the total cost 
of renewal plus the estimated repairs. These repairs may include 
renewals which occur at frequent intervals, and the estimate 
is to be based on the experience of the previous three years. 

On overhead equipment, no depreciation is allowed, but all 
expenditures on maintenance and renewals are to be charged 
to operating expenses. 

In the case of cars, the expenditures on repairs and renewals 
are considered to take the place of depreciation, except in special 
cases, where the circumstances admit of writing off depreciation 
as well as charging off all renewals. In these cases 7 per cent 
on the written down value is mentioned as a fair allowance. 

In all cases where depreciation is allowed, a strict account 
is to be kept of the annual expenditures on renewals (and, in the 
case of tramway tracks, also of repairs) and replacements due 
to obsolescence, and of the amounts allowed for depreciation 
and obsolescence. Having these facts before them, the Income 
Tax Commission will consider a readjustment at the end of 
every five years. 


Plant, machinery and workshop tools are to be bulked 
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together and 5 per cent per annum allowed in addition to the 
cost of repairs. 

In support of the theory recently propounded by an eminent 
railroad president, “ that there is practically no depreciation on 
a railroad because an overhauling of the various parts of equip- 
ment is made periodically, at which time they are restored to a 
condition as good as new,” there is more to be said than might 
first appear. Undoubtedly, the management of railroads in the 
United States has been on the whole conservative in recent years. 
Many roads have been practically reconstructed out of revenue, 
and in this sense it may be true that the appreciation has offset 
depreciation. 

As far as depreciation is concerned, a railway does not mate- 
rially differ from an industrial concern, but by reason of the 
enormous variety of the items constituting its plant, it is quite 
possible that renewals out of revenue may be ample withou any 
special allowance for depreciation. The main object in view is 
to make a proper charge to revenue for exhaustion or consump- 
tion, and whether this is obtained by expenditures or renewals 
liberal enough to cover all consumption, or is made by a depre- 
ciation reserve to which certain of the renewals are chargeable, 
is not important as far as the final result is concerned. 

Railroad directors have, however, been in some cases, guided 
rather by what the property can afford than by any fixed prin- 
ciples, and the discussion of depreciation reserves has arisen in 
its present acute form in the railroad accounting world from 
this same haphazard policy of “cutting the coat according to 
the cloth,” or, as the mauvaises langues say, “ making the accounts 
suit the ticker.” 

Whatever basis be eventually adopted, accountants should 
protest against the amount of depreciation and renewals being 
regarded as merely a matter of policy. Directors are dependent 
on the advice of officials and have no means of knowing whether 
a settled policy is being pursued in good years as well as in bad, 
but, on the other hand, it is possible for officials of sanguine 
temperament to depart in bad years from the strictness observed 
in good years. Officials, again, are often guided in the matter 
by local conditions, as for example, in the case of a well-known 
public utility, where the principle of the accruing of renewals 
was not recognized until the question of reduction of rates arose 
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in the locality. Then, however, the ideas of the officials as 
regards depreciation became most liberal. 

One phase of the question only lightly touched on by Mr. 
Stockwell is the practice of treating sinking fund installments 
as taking the place of depreciation charges. This practice seems 
to be on the increase, but it is usually overlooked that the amounts 
set aside for depreciation will some time have to be expended, 
and if they be not then represented by either cash or assets easily 
convertible into cash, one of the main purposes of providing the 
depreciation reserve is defeated. 

In a new plant, the position may be somewhat different for 
the reason that a certain amount of depreciation, say, 25 per cent. 
of the total cost, will accrue before any expenditures are necessary 
and this amount will remain permanently in the depreciation 
reserve. Inasmuch as it represents a reduction from cost to the 
average condition of an efficiently maintained plant, it maay 
never be spent. To this extent, it would seem to be in accord- 
ance with the prudent financing to allow that a sinking fund 
installment might be considered as in lieu of a total or partial 
provision for depreciation, but for any increase in the depreciation 
reserve beyond this amount, an extra provision will be necessary. 
To put the matter in another way, if a company be required to 
maintain its plant out of revenue, and also to pay off out of 
revenue a portion of the capital invested therein, the two pro- 
visions can be prudently merged only to the extent that the 
accrued maintenance represents a perpetual condition and that 
consequently no expenditures will be incurred to make it good. 


PRACTICAL DIFFICULTIES. 


Referring to the “Practical Difficulties’ so ably dealt 
with by Mr. Stockwell, one of the greatest is to distinguish 
between the repairs and renewals chargeable against the 
revenue account of the year in which they are incurred and 
those which should not be so charged. This can be settled only 
after full examination of details and after discussion with engi- 
neers and taking into consideration the particular class of the 
undertaking. Full detail of the values of the various parts of 
plants ought to be available. The cost or present value of each 
class should be known and the amount expended on repairs and 
renewals on each class should be set out. Taking this informa- 
tion in conjunction with the estimated economic life of the various 
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classes of plant, the accountant, with a knowledge of the business 
in question and with the co-operation of the company’s engineers, 
should be able to arrive at a fairly accurate opinion as to whether 
the additional reserve for depreciation is reasonable. 

Probable life is always a matter of opinion, but it is here that 
the engineering skill of the works manager has its opportunity. 
His experience should be sufficient to enable him to form a 
sound judgment on the chance of the various classes of plant 
becoming obsolete by the discovery of new methods and of wear- 
ing out by use. The experience of the accountant should enable 
him to judge whether the manager’s estimate is fair and the 
“moral risk” a good one. 

As regards Mr. Stockwell’s concluding remarks on valuation, 
we are familiar with the fact that “ cost of property ” frequently 
does not represent such an investment as might be itemized into 
units of plant. It is rather the legal cost from the point of view 
of the history of the concern’s financial construction, but this 
historical record of the cost of the assets is not without impor- 
tance, and the figure so arrived at is far less liable to variation 
than that by any system of periodical valuation. There is nothing 
to prevent the keeping of subsidiary records containing values 
approximating those which a fresh appraisal would give. In fact, 
some such basis is necessary in arriving at the periodical estimate 
of “expired outlay,” but it is difficult to follow the suggestion 
that the cost should be adjusted to “the value at the time the 
statement is made.” 

Value is a relative term. It frequently does not dpend on 
cost, but rather on earning capacity, which again depends not 
only on the rate of profit, but the methods by which, and the 
special circumstances under which, the profits have been earned. 
Further questions, such as the probability of prospective profits, 
the completeness and the situation of the plant, the relation of 
working and borrowed capital to the capital outlay, have all to 
be considered, not to mention the broader question of whether 
the plant is to be valued as a unit “a going concern,” or whether 
prices are to be set on the component parts of the plant. 

Most emphatically, the accountant should be able to see 
behind figures and realize the facts, but this faculty he will 
sufficiently develop in the course of his experience by visiting 
plants and by observation as a general business investigator rather 
than as a valuer. To the younger members of the profession, 


1I2 





























Depreciation. 


the suggestion may perhaps be made that their work will be 
greatly increased in interest by an intelligent inspection of prop- 
erties. Nothing is more boresome to the practical business man 
than the attitude of an accountant whose mind runs solely on 
questions of book adjustment rather than on the solution of 
the problem, financial or physical, to be solved. Time spent in 
physical inspection of plant, machinery, materials and stores is, 
by no means, lost—it will materially assist the accountant in 
comprehending the practical side of the question. 

On the other hand, a little knowledge is a dangerous thing, 
and knowledge thus derived can seldom be used by the accountant 
except in a general way—that is to say, to satisfy himself in the 
case of an appraisal that the general methods are sound. Recently, 
a company’s buildings and lands in several large cities were valued 
at a certain large sum. On enquiry it was discovered that the 
valuer was a lawyer who, while no doubt a man of great expe- 
rience and of undoubted integrity, could have done little more 
than form a snap judgment of the values as a whole. This 
kind of appraisal is not acceptable to bankers or investors looking 
for sound values, and in the case in question, the accountants 
were compelled to draw attention to the nature of the appraisal. 

As to whether it will ever be advisable for public accountants 
to enter into a study of values of assets, there must be some 
doubt. 

The accountant to-day takes a broader view of his duties than 
formerly, particularly in the United States, where the calls for 
self-reliance and independent action are urgent, but it must be 
remembered that the methods of appraisers have advanced as 
well as those of accountants and the day of guess-work is past. 
The collecting of information to prepare appraisals in detail, 
showing present reproductive cost and depreciation to date, calls 
for special attention and organization, and though the work may 
be interesting and possibly remunerative, it is questionable 
whether scientific appraising is the work of accountants any more 
than accountancy is the work of appraisers. 

The scope of an accountant’s work is so vast and in the United 
States is so new that it seems entirely unnecessary to go beyond 
its legitimate boundaries. The most experienced practitioners 
have found that there is considerable danger in seeking to ally 
with the profession the duties and responsibilities of other occu- 
pations not incident to or consistent with it. 
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The Verification and Treatment of Inventories in 
Audits and Examinations of Manufacturing 
and Trading Concems.* 


By WittiaM R. MAcKENzIE, C.P.A. 


In not a few industrial organizations, the items included 
under the heading “Inventory” exceed by far the sum of the 
remaining assets. This being the case, it becomes imperative for 
the auditor to ascertain whether the valuation placed on the 
inventory is a fair one. In so doing, however, divergent prac- 
tices are in use, based upon conflicting principles. To discuss 
these principles and to determine the safest form of procedure 
is therefore the object of this paper. We will take 


1. THE VERIFICATION AND TREATMENT OF INVENTORIES IN 
TRADING CONCERNS. 


As long as a trading business continues to be a going con- 
cern, the element of inventory will always have to be considered 
in arriving at profits or losses. If a merchant starts business on 
January 1st, and by December 31st disposes of all his stock-in- 
trade, it is indeed a simple matter to arrive at his profits, both 
gross and net. But the complexity of modern business offers no 
such easy task. To be successful, a trader must supply his cus- 
tomers with the articles they require, and at the same prices as 
his competitors, or better if possible. Very often to do this, he 
has for the sake of one article, to purchase a dozen of the same 
kind, the remaining eleven of which may not be in demand for 
a long time. It takes but a short while, therefore, to accumulate 


* A paper read at the annual meetingof the American Association of Public Accountants 
at Denver, Colo., October 19, 1909. 
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a large quantity of stock-on-hand. With concerns long estab- 
lished, a large portion of this has deteriorated through lapse of 
time, and also on account of being superseded by later styles and 
productions. To obtain this stock, however, an asset, generally 
in the form of cash, had to be given in exchange. If these ex- 
change values that remain unsold, do not now represent at least 
their cost value in cash, on account of changing conditions, then 
the business has lost this depreciated value, which in equity, 
should be borne by the profits from those articles that have been 
disposed of; only the element of depreciation should be consid- 
ered, however, and not market fluctuations. If these latter be 
included, a very undesirable element will be brought into the 
accounts, with the result that very often the actual proceeds of 
trading will be obscured, and the inventory become merely an 
index of the amount that would have been realized for the goods 
if the concern had gone into liquidation on a certain date. 

The only case in which the market value should be taken is 
when the market price has fallen below the cost price. This is 
done from a conservative point of view, the argument being that 
although the goods are not sold, yet since the market has fallen 
below their cost at the time of inventory, there is the possibility 
of the market remaining the same for some time, and that what 
now is merely an anticipated loss may eventually become a real- 
ized one. 

Should this anticipated loss be not realized, however, it 
should be noted that the profits shown at the next period will 
be inflated to the extent that those of the preceding period were 
understated, and while neither period shows the true results 
taken alone, yet when combined, will be correct. 

The old, reliable custom of valuation, “Cost or Market, 
whichever is lower,” is therefore a safe guide to follow and when 
adopted should be strictly adhered to, as one year at cost and 
another at market, regardless of market being lower, will never 
produce any degree of dependability. Like depreciation, it is 
only the regular pursuit of the principle adopted that will give 
satisfactory comparative results. 

When the market price is above the cost price, it would seem, 
by parity of reasoning, that the anticipated profit should be taken 
credit for. Sound accounting, however, will not permit this. 
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‘While contingent losses are provided for, because there is a pos- 
sibility of their being realized, yet no profits should be taken 
credit for until actually realized, as it is only then that they will 
be of real benefit to the concern. 

By the word cost used above is meant, cost of acquisition, 
and not necessarily the invoice price. Sometimes the freight is 
paid on goods by the wholesaler and included in his bill to the 
retailer. At other times the invoice price includes only the first 
cost of the goods, and the retailer pays the freight himself. In 
each case, however, the cost of acquisition is the same, and should 
include the item of freight. 

Sometimes when goods are duplicated, a trader has to pay a 
higher price for the second shipment than he did for the first. 
This puts him in a position of having two different cost prices for 
the same article to be used for the same purpose. Some proprie- 
tors argue that in preparing an inventory, the latest figure ought 
to be taken as the cost. In such cases, the inventory of each lot 
should be figured on its own basis, if it be possible to separate 
them, because if the balance from the first fot happens to be large 
but at a low cost, and that of the second lot, a small balance, but 
at a higher cost, and this higher cost be applied to the whole 
inventory, it would have the effect of overstating the actual 
profits and opening up a pathway for dishonesty. If it is not 
possible to separate the different lots as in the case of grain, 
wheat, etc., where varying rates per bushel are charged, then the 
best method would be to take an average cost price per bushel. 

After dealing with the treatment of the inventory, we now 
come to the method of verifying it, so as to be satisfied that there 
are no leakages through large thefts of stock, etc. In every trad- 
img concern a certain percentage is added to the cost of merchan- 
dise to cover fixed charges, and selling and management expenses. 
In addition a margin is allowed for net-profit, and all added to- 
gether, gives us the selling price. Sometimes the profit does 
not “pan out” at the end of the year, owing to errors in estimat- 
ing expenses, and also on account of prices being cut in order to 
meet competition. After a few years’ trading, however, there 
will be established a certain percentage of gross profit realized 
oni the sales, in some businesses 25 per cent., in others 33 1-3 per 
cent., and varying with the nature of the business, the good- 
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will, amount of competition, etc. Unless unusual circumstances 
happen, this percentage will not vary much in a great many 
houses. If the amount which it represents be deducted from the 
annual sales, the remaining figures will be the cost price of the 
goods sold. If this be now deducted from the sum of the in- 
ventory at commencement and the net purchases made during the 
year, the balance ought to agree with the valuation of the m- 
ventory as taken, within narrow limits. An element of disagree- 
ment will occur in cases where the market value of certain goods 
has fallen below the cost price, and where they are consequently 
valued on the market basis. In such cases, if practicable, two 
columns can be provided on the inventory sheets, one for valua- 
tion at cost price, the other for cost or market whichever is lower. 
The difference between the totals of these columns will then show 
the value of the depreciation suffered. If the cost price be con- 
sidered in the trading account, and the depreciation in the profit 
and loss account, its corresponding credit being applied in reduc- 
ing the asset value of the merchandise, the trading account would 
then show the actual amount of gross profit realized from the 
business of the period. By this method, the agreement between 
actual inventory taken and the estimated amount that ought to be 
on hand through the sale percentage calculation would be even 
closer. In the case of bar stocks and cigars where there are 
varying percentages of profit in the articles sold, it is best to take 
an inventory about once per week, based on selling prices. When 
the inventory is taken the difference between it and the preceding 
one should represent the cash taken in, and ought to be accounted 
for by the cashier. If the discrepancies be small, they might be 
overlooked, if regular and large, it is certain that something 
wrong is proceeding, and a change would not be out of order. 


2. THE VERIFICATION AND TREATMENT OF INVENTORIES IN 


MANUFACTURING CONCERNS. 


In manufacturing concerns, the verification of inventories 
becomes more complex, not only on account of having more im- 
ventories to consider, but also on account of the changes taking 
place in values through the process of manufacture. The sub- 
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jects of a manufacturing inventory will embrace (a) Raw Ma- 
terial, (b) Work in Progress, (c) Finished Stock. 


(a) Raw Material. 


This item should be valued at the original cost of the ma- 
terial, plus all increased items of cost as freight and duty, minus 
discounts and other elements that tend to lessen the cost. Should 
this valuation be, however, above the market price, then, in 
order to be conservative, value at the market price. 

For verification purposes, proper store records should be 
kept of all material received and issued. These are kept by 
some concerns on cards and by others in loose-leaf ledgers. The 
form is immaterial, as long as it is properly designed to show on 
the one side the date, from whom received, quantity, price, and 
sometimes amount, and on the other side date, quantity issued, 
price, and order No. chargeable. These columns are essential in 
almost every store room record, although in many additional 
columns are necessary to supply further information. These 
columns are filled in on the particular card from the invoice 
received, and the storekeeper, after impressing on the invoice a 
rubber stamp with lines for particulars to be filled in by him, 
such as date received, quantity, entered, etc., forwards the invoice 
to the accounting department where it is entered in the invoice 
register and charged in the column headed stores. On the credit 
side of the cards are filled in the amounts issued on requisition, 
and copies of these are forwarded to the accounting department 
to be credited to the stores account and charged to work in 
progress, etc., as the case may be. If cost accounts are kept the 
cost clerk will also be supplied with this information in order to 
write up the various order numbers correctly. The balance of 
the storekeeper’s card record should at any time agree within 
narrow limits with an actual inventory if taken, and the balance 
to the debit of the stores controlling account in the private ledger 
should agree with the sum of the storekeeper’s balances. These 
balances will not agree absolutely, however, on account of the 
varying prices paid for the same material, and on account of the 
average price at which it is issued to the works. Then also, 
there are the elements of waste, and clerical errors on the store 
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room records. Unless large leakages occur, however, this bal- 
ance ought not to be at much variance with the actual stock on 
hand. For moral effect, an actual surprise survey should be 
taken at intervals. This would tend to minimize carelessness on 
the part of the clerks. Some managers contend that the proper 
price at which the material should be charged to the job is not the 
actual price paid for it, but the market value at the time it is used 
on the job, one reason being that competitive manufacturers have 
access to the market, and further, that by so doing, actual values 
are dealt with, rather than older ones, and that the job accounts 
will then show true profits. When this course is adopted, it 
becomes more difficult to verify the remaining stores on hand on 
account of the fluctuations in their market value, but there is 
considerable logic in such a valuation. 


(b) Work in Progress. 


In valuing work in progress, the following items of cost 
have to be considered, viz.: Raw material used up, direct labor 
expended, direct expenses. These form the elements of prime 
cost. In addition we must include the amount of works expenses 
incurred for manufacturing purposes, such as factory rent and 
taxes, heat and light, power, depreciation, etc. The sum total 
of all these costs comprises the cost of producing the work in 
progress. This establishes the principle that partly manufac- 
tured stock for the general market should be valued on the basis 
of prime cost plus works expenses, or cost of production. 

If the work in progress be on a specific contract, however, 
and not for the general trade, it would be fair to value it at 
prime cost, plus its proportion of both works expenses and selling 
and management expenses. Since the estimate accepted by the 
customer amounts to a bona fide sale, it seems proper to include 
in the costs to date, all the items covered by the sale. In so 
doing, however, care should be taken that the amount of office 
on-cost added be in proportion to the work done. 

As regards the proportion of profit, it would not be wise to 
include this item in the cost of work in progress in the majority 
of cases, since the best estimates are misleading, and contractors 
can hardly foresee just what expenses will be actually incurred 
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before the completion of the job. Conservative accoynting there- 
fore demands us to await the completion of the contract, before 
we take credit for profit. There is no doubt that the different 
periods have earned a certain amount of the profits realized, but 
since we cannot state what it is because we cannot estimate it 
safely, and further, since there may be an actual loss on comple- 
tion instead of a profit, the safer course is to omit the element of 
profit until the contract is completed, except in very obvious 
cases where the cost to complete the work can very accurately be 
determined. 

To verify work in progress, great care is needed. Unless 
cost accounts are kept, the verification will hardly be more than 
an estimate with more or less accuracy. In such cases, consulta- 
tion with the works accountant and superintendent will be neces- 
sary for the auditor to frame an honest opinion of its value. If 
there is an account in the private ledger by the name of works in 
progress, it would be well to analyze it into its component parts 
by tracing the entries, and so be satisfied that the proper elements 
are there, and all extraneous ones eliminated. 

If cost accounts are kept, the system should be studied. The 
individual job accounts should be analyzed to ascertain that they 
are charged only with material, direct labor, direct expenses, and 
a proper proportion of on-cost. The total of these cost accounts 
should also be compared with the controlling work in progress 
account in the private ledger. Care should be taken that only 
items realizable from customers be included. If any mistake be 
made, outlays incurred for experiments, raw material spoiled 
through inefficient workmen, etc., such ought not to be charged 
against the job in question, because they are not legitimate items 
of cost to be recouped from customers, but charges against 
revenue, 


(c) Finished Stock. 


Finished stock should be inventoried at factory cost, plus the 
proportion of factory expenses incurred by it, but including noth- 
ing for profit or selling and management expenses. 

Some manufacturers contend that their profit is made when 
their mills turn out the goods, and in preparing their annual state- 
ments, instead of inventorying the finished product at actual 
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cost, they value it at the market price, regarding any difference 
between actual manufacturing cost and this market price as man- 
ufacturing profit. This argument is only superficial, however. 
No matter how much goods a manufacturer turns out, they but 
represent so much latent capital until they are sold, and so much 
dead loss if they cannot be sold. If never sold, no profits can be 
obtained, no matter how large the manufacturing profits may 
appear on the books. A sale is therefore the essential element to 
profit earning for no manufacturing profit can ever be realized, 
unless orders are received and sales effected. Moreover, if stock 
be valued at the market price, and held for any length of time, 
there are liable to be great fluctuations in the profit and loss ac- 
count, while valuing at cost is more stable. 


It is also indiscreet to add a percentage to finished stock to 
cover selling and management expenses. It cannot be denied 
that these are final items of expense incurred by the goods, but as 
they are more connected with the distribution of the product, and 
the financial phase of the concern, these expenses ought to be 
charged against the profits realized from the sales. There is, 
besides, a stronger reason why the above course should not be 
pursued. By so doing, a losing business may be made to appear 
profitable, all that is necessary being the production of goods 
which may never be realizable, and increasing this cost by the 
above named expenses. The assets thus become inflated in the 
name of stock-in-hand, and although the real asset cash has dis- 
appeared and in its place stands a loss, this unrealizable stock, 
yet the books are made to show a profit, instead of a loss. 


The case is somewhat different with works expenses. These 
are legitimate items of cost, and to the prime cost of stock on 
hand, a proportionate amount should be added to cover them. 


The verification of manufactured stock proceeds much along 
the same lines as that of raw material. A record should be kept 
for finished stock. When an order is completed, it should be 
turned in by the foreman to the stock clerk together with a 
finished stock transfer, descriptive of the article manufactured. 
After entering up the details in his stock record, the stock clerk 
should hand the transfer over to the cost clerk who will then 
credit the work order number and charge his finished stock ac- 
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count. The stockkeeper should not receive any articles without 
a stock trarsfer. If any manufactured stock be issued as ma- 
terial to a job, the stock account should be credited with its cost 
value. It should also be credited with the cost value of finished 
stock sales. The balance of the account should then closely rep- 
resent the finished stock remaining on hand. Most up-to-date 
manufacturers have some system for verifying their manufac- 
tured stock account, and this should be carefully studied by the 
auditor, and its weak points noted. 

The general principles to be observed in taking an inventory 
should be closely adhered to, viz.: insisting on the extensions and 
additions of the stock sheets being figured by some one other than 
the party who took the stock, and that the prices are examined 
and approved by the manager. The auditor should himself figure 
out some of the items involving large amounts, and compare at 
random, stock book prices with those on the inventory sheets. 

Notwithstanding all scrutiny and care, however, it is im- 
possible for the auditor to declare that the valuation of the in- 
ventory is an absolutely correct one. 

The best course for him to pursue is to examine carefully 
the principles involved in the particular stock accounts under 
review, and to state whether in his opinion the inventory arrived 
at is obtained from a correct basis. This is all he can do, and 
having so done, he will be justified in treating the valuation of 
the inventory as an honest one. 
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State Administrative Supervision Over Local 
Accounting. 
By Roy Smiru, M.C:S. 
Til. History or STATE SUPERVISION Over Locat ACCOUNTING. 


General characteristic of American government.—One of 
the very marked characteristics of our American government is 
the great freedom of action in a very extensive field of adminis- 
tration which is left to the different localities. The state legis- 
latures, as has been pointed out before, issue a great volume of 
detailed directions, covering nearly every act of the local govern- 
ments, but the application of these directions, the carrying into 
effect of the state laws, is left very largely to the localities. The 
result has been that there has arose, in spite of our centralized 
plan of legislation, a great variation in the method of execution, 
and in the extent to which the laws are applied. 

Roughly speaking, we may say that the tendency of our state 
governments during the first half of the last century was strongly 
toward this decentralized administration. There was always a 
great deal of legislation limiting the powers of local governments, 
but local administration grew up very largely independent of the 
state government. The application of the laws regarding such 
matters as health, education, police, charities, and finance, was 
left to local officials. 

A recent tendency of state governments.—During the lat- 
ter half of the century, however, there has been a very noticeabie 
change in this regard. The central state governments have re- 
cently taken it upon themselves to supervise and control in various 
ways the actions of the numerous local governments. Scores 
of permanent and temporary offices, boards, and commissions 
have been created by the legislatures, with powers and duties 
relating to a great many government functions previously left 
entirely to local officials. 

Thus we see that the pendulum which had swung to one 
extreme is now swinging back in the opposite direction. The 
tendency at present, therefore, is away from this great diversity 
of ways and methods of applying the laws, and toward systems 
somewhat uniform. It is one phase of this tendency with which 
our paper attempts to deal. We wish to treat of the tendency 
toward centralization in the matters relating to supervision over 
local accounting. 


123 








The Journal of Accountancy. 


English supervision—lIt is not a surprising thing for us to 
note in passing that the tendency toward centralized supervision 
over local accounting began in England somewhat earlier than 
in America, and is now more thoroughly carried out in that coun- 
try than in most of our own states. The beginning of this super- 
vision over accounting was in specialized form’ such, for exam- 
ple, as that seen in the Poor Law Act of 1834. This was gradu- 
ally extended to included other special functions, until in 1871 
the Local Government Board was created.* Since that time the 
powers of this board along this line have been increased until “the 
Central Audit is now the strongest and most penetrating weapon 
in the armoury of the Local Government Board, for it searches 
every detail of local expenditure outside the sphere of Municipal 
Councils.”* At present this central board appoints auditors. 
fixes their salaries, and assigns them their districts of work. 
These auditors have the power and it is their duty to disallow all 
illegal payments, and to fix surcharges in case proper credits have 
been omitted. In one year over 1,200 surcharges and disallow- 
ances were made. The national audit at this time prevails in all 
of the counties and parishes, and in all save the largest of the 
towns of England. In the latter thorough provision is made for 
examination of accounts, but it is under the city government.‘ 

Beginnings in America.—Perhaps the first important move 
which led to anything definite along this line on the part of a state 
legislature in America, was the investigation carried on in 1874 
and 1875 by Massachusetts among the accounts of the county 
offices of that state. Something of the condition of these accounts 
has already been pointed out, and it is needless to say that the 
revelations made at that time showed clearly the need of some 
central supervision over local accounting. 

The first step, however, was actually taken by the Legislature 
of Minnesota, when in 1878 it created the office of Public Exam- 
iner, who was not only to inspect the financial affairs of banks 
and state institutions, but was also to examine and supervise 
county officers. It was furthermore made his duty to “order and 
enforce a correct, and, as far as practicable, uniform system of 
bookkeeping by state and county treasurers and auditors.”® 


1 **Local Government in England,” by Redlich and Hirst, Vol. I, p. 143. 
2 Thid, p. 154. 

3 Ibid, Vol. II, p. 272. 

* Ibid, Vol. I, p 385; Vol. IT, pp. ror—103 and 130—-r4r. 

5’ General Laws of Minnesota, 1878, Chapter 83, sections 1 and 3. 
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Then in the following year Massachusetts extended the duties 
of the Commissioner of Savings Banks so as to include also an 
inspection of county officers, and to require of them uniformity 
of accounts. These two acts were the real beginnings of super- 
vision of local accounts in America. 

There was then no other noticeable step taken in this direction 
until in 1867 Massachusetts created the office of controller of county 
accounts. The same year South Dakota followed the example of 
Minnesota and framed a law practically the same in effect as that 
which had been in force in the latter state for nine years. This 
was a strong testimony to the success of the scheme as tried by 
Minnesota. 

Three years later, that is, in 1890, the newly admitted State 
of Wyoming joined the sister states of Minnesota, South Dakota, 
and Massachusetts, in this movement, by providing for the ap- 
pointment of a state examiner with powers and duties practically 
the same as those of the public examiner of Minnesota and South 

-Dakota. In Wyoming, however, the powers and duties of the 
examiner were made somewhat more extensive than those of the 
same official in Minnesota and South Dakota. In Wyoming the 
supervision was made to extend over all county and municipal 
officers handling public funds.* The following year Tennessee 
felt the need of state examination of local accounts, and in r89t 
made it the duty of the controller of the treasury to employ 
“attorneys ” to visit the various counties “ with full power and 
authority to examine into and investigate the books and records 
of any officer charged with the duty of paying or turning over to 
the state or county any money or funds in their hands, or charged 
with the duty of collecting any state or county revenue derived 
from a tax of any character, or charged with the duty of disburs- 
ing moneys collected from the state or county.”* 

The next year New York passed a law practically the same as 
that of Tennessee. The comptroller of the state was given super- 
vision over all funds paid into any court of record. Amnnuaf re- 
ports were to be made by local officers to the comptroller, and 
special clerks were to make examinations once each year, of the 
accounts of such officers.© In 1893 Kentucky follewed by the 

1 Session Laws of Massachusetts, 1870, Chapter 293, sections 1 and 2. 

2 Session Laws of South Dakota, 1887, ch. 124. 

3 Session Laws of Wyoming, 1890, ch. 84. 

+ Session Laws of New York, t8ps,ch. 6st. 
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appointment of a state inspector and examiner with power to 
examine into any officer in the state who was charged with the 
duty of handling state funds. At the same time the various 
officers of the larger counties were required to report to the state 
auditor. In this same year Nebraska gave the state auditor of 
public accounts general supervising power over county treas- 
urers.* 

Later developments—From 1893 until 1900 the only new 
advance was that made by Louisiana by requiring reports from all 
district boards and officers handling public funds.? In the latter 
year, however, Maryland gave her governor power to institute 
examinations of various officers whose duty it was to receive 
state funds*, and in 1901 Florida made an important move by pro- 
viding for a state auditor to examine the accounts of state and 
county officials. The next year Massachusetts created a board 
of publication to inspect and pass upon all public reports before 
they were to be printed.* In the same year Ohio created a 
bureau of inspection and supervision of public offices.* This 
latter law is especially significant, not only because it means a 
thorough system of supervision over every public officer in Ohio, 
but also because it has in this current year been used largely as 
a model by two of our states. Again in 1902 the new constitu- 
tion of Virginia provided for the “examination of the books, 
accounts, and settlements of county and city officers who are 
charged with the collection and disbursement of public funds.” 
This resulted in later legislation on the subject.* 


From the year 1902 the movement toward supervision seems 
to be permanently established. In 1903 New Mexico, Nevada, 
and Montana instituted state supervision over a part or all 
county and township officials.° The next year Virginia followed 
with a somewhat feeble attempt at supervision,’ and Ohio re- 
vised to a certain extent her law passed two years before. The 
year 1905, however, seems to have been the banner year in activ- 


a * Revised Statutes of Kentucky, sec. 4929. 

} wee ney Statutes of Nebraska, secs. 2589-91. 

Session Laws of Louisiana, 1894, art. 36, p. 38 . 
« Seesion Laws of Maryland, 1900, S@c. IIT. 
* Session Laws of Florida, 1901. 

* Acts and Resolves of Massachusetts, 1902, ch. 438, secs. 1 and a. 
? Ohio Revised Statutes, sec. 181 a-1 
* Constitution of Virginia, 1902, Sec. 115. 
* The Virginia Code, sec. $538 
1® Session Laws of New exico, 1903 ch. 54. 
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ity along this line. Kansas, Idaho, Iowa, North Dakota, and 
Arizona established supervision. Two years later Colorado joined 
the ranks and several of the other states extended their systems. 
This year Washington and Indiana have fallen into line with 
systems very similar in extent and method to that in Ohio. 

The present situation. Thus we see that this movement, 
which began in a single state in 1878, has spread until now over 
one-half of the states have more or less extensive systems of 
supervision over local accounting. The authority in seventeen 
of these states includes that of the installation of systems of ac- 
counts for a part or all local officials. Only six of the twenty- 
five states exercising supervision do not require reports from any 
local officers. Only one of these states exercises no auditing 
powers, and all enjoy more or less effective means clearly stated 
in the statutes, of enforcing their laws upon the local govern- 
ments. 


IV. METHODS AND EXTENT OF SUPERVISION. 


Authority—We come now to a discussion of the extent 
of supervision at present exercised by the various states over 
local accounting, and to the methods of application of that super- 
vision. This is not an easy matter to treat thoroughly within the 
limits of a paper of this length. We find at once that there is a 
considerable variation both as to the extent and the method of 
supervision. Upon an examination of the medium through which 
the various states exercise supervision over local accounts we find 
that there is a variety in name, appointment, length of term and 
salary. In fourteen states the supervising officer is appointed 
either by the governor alone or by the governor and the senate. 
In six states this function is exercised by an officer elected by 
popular vote, and in three states the supervising agent is subject 
to the vote of the state legislature. In Maryland the governor, 
treasurer and controller exercise jointly this appointing power. 

The most common term is either two or four years. In three 
states it is fixed as three years, while in two it is left indeter- 
minate. The annual salary varies in the different states from 
$1,500 to $6,500. Any generalizations that we may make on 
these points, however, have very little value on account of the 
fact that in the majority of cases the exercise of supervision over 
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local accounting is only a small part of the duties of the officers 
in question. In fact, the controller of county accounts of Massa- 
chusetts and the state examiner of Indiana are the only officers 
in the list whose sole duty is that of exercising supervision over 
local accounting. 

For example, in Minnesota, Wyoming, New Mexico, North 
and South Dakota, Idaho, Montana, Arizona, and Colorado, the 
official in charge of this work is also the regular examiner of 
state and financial institutions, and in some cases of the state 
officers. In Tennessee, New York, Ohio, Florida, Virginia, Louis- 
iana, Maryland, Iowa, Kentucky, and Nebraska, he has, besides 
the responsibility of the supervision over the local accounting, the 
duties usually incumbent upon such an officer as state auditor or 
state controller. 

In all but three of the states in the above table, however, the 
supervision exercised by the central government is concentrated 
under a single officer or department. In Massachusetts we note 
that the county officers are examined by, and report to, the con- 
troller of county accounts, that the city and town officers report 
to the bureau of the statistics of labor, while all the public reports 
of the state must be passed upon by the state board of publication. 
In Nevada the state auditor exercises the auditing powers over 
all county and township officials, but the city, county, and town 
officers report to the controller of state on forms prescribed by 
the state board of revenue. In Montana there is a similar division 
of function. Here the board of county commissioners report to 
the state auditor instead of to the state examiner. 

While the function of the state governments is, with a few 
exceptions, placed under the direction of one officer or depart- 
ment; the actual exercising of the supervision is usually shared 
with a number of assistants or deputies. For example, in Ohio, 
in Massachusetts, and in Washington, the law provides for three 
deputies and a clerk besides the chief examiner. The deputies in 
Ohio receive $2,000 per year, in Massachusetts from $1,500 to 
$1,800, and in Washington $2,500, while the clerks in Ohio and 
Washington each receives $1,500. Besides these there are in 
Ohio assistants, calied “state examiners,” who are paid $5.00 
per day.*. In Indiana there are two deputies appointed by the 


Ohio Revised Statutes, secs. 181a-1 and 181a-7. Session Laws of Washington, 
1900, ch. 76, sec. 1. Massachusetts Revised Statutes, ch. 21, sec."45. 
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governor and one clerk appointed by the state examiner. The 
state examiner is paid $4,000 per year, the deputies $3,000 per 
year, and the clerk $2,000. Besides, there are also “ field exam- 
iners”’ appointed by the state examiner at $10.00 per day.* In 
Iowa there are “ one or more” examiners of municipal accounts ; 
in Minnesota, two assistant “public examiners” at $2,100 per 
year, and in Nebraska, two accountants at $1,500 per year.” 
These are in addition to the officers who have the work in charge. 
New York provides for 10 examiners at $10.00 per day, besides 
the chief accountant at a salary of 2,500 per year.* Thus we see, 
in a few of the states the law provides for a fairly well paid force 
to carry on this work. 

As for qualifications the statutes are rather brief in their 
specifications. Wyoming requires “a competent person” and 
one who is a “ skillful accountant and well versed in the theory 
of bookkeeping and public accounts.” Nevada specifies that the 
state auditor must be a “ person duly qualified for the position ” 
and thoroughly versed in science of bookkeeping and accounts; 
Nebraska is content to have competent accountants; and the 
New Mexico law states that the traveling auditor must be a 
“skilled accountant.” The recent Indiana statute requires not 
only the state examiner, but also his three deputies to be “ skilled 
accountants and well versed in public accounting.” This state 
holds competitive examinations for candidates for the appoint- 
ments as “ field examiners.” 

Reports made to state officials—We come now to a con- 
sideration of the extent to which the different states require re- 
ports to be submitted by local officers directly to some state 
authority. We note from the table that the great majority of the: 
states there listed receive reports from one or more class of local 
officials. Only about half of the states, however, prescribe the 
form in which such reports are to be submitted. The greatest 
variation, however, on this point is in the specifications contained 
in the statutes regarding the contents of reports, and in the num- 
ber of local officers required to report. 

In Massachusetts, New York, Nevada, Iowa, Indiana, and 
Washington, reports are required from cities and towns; while 
the public examiner of Minnesota may require reports from the 


1 Session Laws of Indiana, 1909, ch. 55, secs. 1, 6, 7. 

2 Revised Statutes of Iowa, sec. 1o56—all. Minnesota Session Laws, 1907, ch. 400. 
Revised Statutes of Nebraska, sec. 2591. 

3 Session Laws, 1907, ch. 215, sec. 2. 
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treasurer of St. Paul. All the cities in Massachusetts must re- 
port, but in New York the law applies only to those cities with a 
population less than 250,000. This, of course, excludes New York 
City. The law, however, includes the treasurers even of all 
incorporated villages. The treasurers of cities in Virginia report 
to the state auditor of public accounts. 

We find that it is more common for the states to require 
reports from county officials than from city and town officers. 
in only one or two states are reports received from city or town 
officials and not from counties. This is true in Iowa. Reports 
are more often required of those officers handling public funds. 
In a few cases all such officers in the counties are included in the 
law, but in other cases only the treasurer or, perhaps, the treas- 
urers and auditors are named. Kentucky requires reports only 
from officers of the larger counties; those having a population 
of 75,000 or more. 

In some cases the statute is very brief as to the kind of report 
which shall be made. In Idaho, for example, the state examiner 
may require a “verified and complete statement of their ac- 
counts,” as often as he deems it necessary. The Minnesota law 
is very similar in this respect regarding the public examiners. 
It simply states that “ from time to time, and as often as he shall 
think proper, he may require of any county treasurer a verified 
statement of his accounts.’* Thus we see that in such cases a 
great deal depends upon the interpretation of such general terms. 
Other laws, however, are somewhat more specific in their require- 
ments. In New York, for example, the law regarding reports 
from municipalities reads as follows: “ The reports shall be in 
the form to be prescribed by the comptroller, and shall contain 
(1) a statement of the receipts of such municipality from all 
sources, and of all accounts of revenue which may be due and 
uncollected at the close of the fiscal year; (2) a statement of the 
disbursements for all branches of the municipal government dur- 
ing the fiscal year; (3) a detailed statement of the indebtedness 
of the municipality at the close of the fiscal year, the provisions 
for the payment thereof, together with the purposes for which 
it was incurred; (4) a statement of the cost of ownership and 
operation and of the income of each and every public service 


1 Revised Statutes of Idaho, sec. 174. 
* Revised Statutes of Minnesota, ch. 18, sec. 1582 
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industry owned, maintained or operated by any such municipal 
corporation; (5) and such further or more specific information 
in relation to the cost of any branch of the municipal service of 
any improvement therein as may be required by the comptroller.” * 

In Ohio, Massachusetts, and a number of other states the gen- 
eral requirements are very similar to those of New York. It is 
remembered, however, that so long as the state officer is not lim- 
ited to certain specific items, but is given the power to include 
‘whatever other items he deems proper” and to prescribe the 
form of report, that the state holds the key to the situation so far 
as reports are concerned; provided, of course, that its agents are 
given the means to enforce the law. We will treat later of the 
enforcement of the laws. 

1 Session Laws of New York, 1905, ch. 705, sec. 2. 


To be continued ) 
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EDITORIAL 


Official Interpretation of the Corporation Tax 


The issue by the Secretary of the Treasury on December 13th 
of the forms together with the rules and regulations for 
filling up the returns to be made to the Board of Internal Revenue 
under the Corpoeration Tax Law have removed most of the diffi- 
culties which would have been encountered by corporations if 
the strict letter of the law had been adhered to. Fortunately the 
Secretary of the Treasury has taken a broad view of the intent 
of this somewhat difficult section of the Tariff Law and has 
endeavored to interpret it in a manner consonant with the general 
principles on which the accounts of business corporations are 
kept. 

The lines on which the Secretary of the Treasury has pro- 
ceeded are shown by the following conclusions at which he has 
arrived. He states 

“That the law is a revenue measure and should be 
construed liberally for the purposes of producing rev- 
enues for the Government,” and 

“That the real intent of the law is to collect a 


tax of 1 per cent. on the net income less $5,000 of the 
individual corporation liable to the tax.” 


He then goes on to define the term “ net income” as used in 
the law as including not only net profits on the operation of the 
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business but all items of income received from other sources; 
and the difficult word “ received,” which occurs so many times in 
the act itself, is in the regulations avoided by the following 
two definitions: 


(1) “It is immaterial whether any item of gross 
income is evidenced by cash receipts during the year 
or in such other manner as to entitle it to proper entry 
on the books of the corporation from January 1st to 
December 31st for the year in which the return is 
made ;” and 

(2) “ It is immaterial whether the deductions are evi- 
denced by actual disbursements in cash or whether evi- 
denced in such other way as to be properly acknowledged 
by the corporate officers and so entered on the books as 
to constitute a liability against the assets of the corpora- 
tion making the return.” 


Whether or no this ingenious avoidance of the literal effect 
of the somewhat doubtful wording of the act (which seemed to 
call for a return on the basis of receipts and disbursements) will 
be upheld legally in any test case that may be brought, certainly 
no exception can be taken to it from an accounting point of view 
inasmuch as it has converted a tax which it would have been 
difficult if not impossible to enforce on the strict letter of the law 
into a perfectly simple one which any corporation keeping its 
books in accordance with accepted ideas can determine for itself 
with comparatively little difficulty. 

Another important provision in the regulations is the distinc- 
tion made between banks and financial institutions, insurance com- 
panies and transportation companies on the one hand, and manu- 
facturing companies and mercantile companies on the other 
hand. In the case of the first three classes it is recognized that 
gross income is practically the same as gross revenue from opera- 
tions, whereas in the case of mercantile and manufacturing com- 
panies, which are engaged in the purchase or manufacture of 
goods for subsequent sale, it is provided that the gross income 
is the difference between the price of the goods sold and the 
purchase or manufacturing cost, as the case may be; in other 
words, that one of the items entering into gross income is what 
is generally known among accountants as the gross or manufac- 
turing profit upon goods sold. The method laid down in this 
section for ascertaining the cost of goods sold in the case of a 
manufacturing company conforms to that in common use, by 
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including therein all charges for maintenance and operation of 
the manufacturing plant and allowing for differences in inven- 
tories at the beginning and end of the year, thus making it clear 
that the gross income on goods sold during the year is substan- 
tially the profit which would be ascertained on the basis of the 
forms of accounting in general use. 

Another important section of the regulations has relation to 
the manner in which the tax is to be assessed on the sale of 
capital assets whereby it is provided that the gross income 
derived on such a sale is the difference between the sale price 
and either the purchase price or the value on January Ist, 1909, 
according as the assets were acquired subsequent to or prior to 
that date, provision being made in either case that any deprecia- 
tion which had been previously deducted from income subject to 
tax should be added back in determining the selling price for 
the purposes of the return under the law. On the other hand it 
is provided that losses on the sale of capital assets are similarly 
to be treated as a deduction from gross income, thus making this 
section of the act entirely equitable from an accounting stand- 
point. There may perhaps be a doubt from a legal standpoint 
whether profits or losses on sale of capital assets are proper addi- 
tions to or deductions from gross income, but this point is not 
of immediate interest to our readers. 

On the vexed question as to the ability of a corporation whose 
accounts in the past have not run concurrently with the fiscal 
year to make a return for the year ending December 3Ist, 1909, 
by reason of the non-existence of an inventory at January Ist, 
1909, the regulations provide that “ where such inventory or 
its equivalent was not taken at the close of the year 1908 a supple- 
mental statement showing such inventory approximately must 
be submitted with the return on the regular form. Such supple- 
mental statement should be verified under oath by the treasurer 
or principal financial officer in submitting the same.” The effect 
of this provision is understood to be that any reasonable estimate 
of the amount of an inventory on January Ist, 1909, will be 
accepted by the Internal Revenue Department, thus again recog- 
nizing the difficulties involved in the case of manufacturing and 
mercantile companies in complying with the strict letter of the 
law unless some latitude is allowed. 

The deductions allowed for losses are limited to those actu- 
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ally sustained during the year and not compensated by insurance 
or otherwise. They must be based on the difference between the 
cost value and the salvage value of the property, including in the 
latter value any amount which may have been set aside and 
deducted from the gross income by way of depreciation which 
has not been paid out in making good such depreciation. In other 
words, the amount of the loss is the difference between the 
depreciated cost thereof and the salvage value thereof. Similarly 
the deduction for depreciation is stated to be the estimated amount 
of the loss in value accrued during the year to which the return 
relates, arising from exhaustion, wear and tear, or obsolescence 
arising out of the uses to which the property is put and which 
loss has not been made good by payments for ordinary mainte- 
nance and repairs deducted under the heading of expenses of 
maintenance and operationor in the ascertainment of gross income. 
The estimate is to be formed on the assumed life of the property, 
its cost value and its use and the very necessary provision is 
added in order to protect the Government that expenses incurred 
in any one year in making good depreciation for which a deduc- 
tion has been claimed must not be considered also as expenses 
of the year, but must be charged against the depreciation fund. 

The regulations provide specifically that no particular system 
of bookkeeping or accounting will be required by the department 
provided that the books are so kept that the return may be 
readily verified by an examination thereof, whenever sucn ar 
examination is deemed necessary. 

It is understood that the Secretary of the Treasury has availed 
himself of the advice of accountants in formulating these rules 
and evidence that this advice has been given and acted upon will 
be found in the various definitions to which some short reference 
has been made above. 

Whatever may be the ultimate fate of the eorporation tax 
law when (as no doubt will be the case) it comes into the law 
courts, at any rate the action of the Secretary of the Treasury 
has removed the reproach that was levelled against the act as 
literally interpreted that it was impossible of application. The 
rules and regulations now issued will certainly go far to remove 
any doubts on this subject and to render it easy to prepare the 
returns called for under the act. 





The Chicago Investigation. 


The Merriam Commission recently appointed to examine into 
the expenditures of the accounting system of the City of Chicago 
is now carrying on its investigations. In place of the usual 
method of engaging a firm of accountants to conduct an inde- 
pendent examination, the Commission has itself selected indi- 
vidual examiners to undertake special branches of its inquiry. 
These include former employes of the Bureau of Municipal 
Research and of the Commissioners of Accounts of New York 
City ; and a former employee of a local audit company in Chicago, 
together with a corps of investigators. They have also secured 
the services as consulting accountant of the senior partner of 
one of the leading firms of public accountants. 

The result of these somewhat unusual arrangements will be 
watched with interest. In the meantime it will seem doubtful 
to many whether the employment of a number of detached 
investigators will produce as good results as would be obtained 
if the work were intrusted entirely to one firm, whose reputation 
would insure the employment of the best obtainable talents and 
who would be directly responsible both for accuracy of detail and 


for the final report and recommendations. With such a number 
of independent investigators unknown to each other and each 
responsible only to the Commission, there would seem to be 
considerable danger of a lack of combination and co-operation, 
which may well deprive the final report of a good deal of the 
value which it would otherwise have. 





Mr. R. P. Marsh ,of Savannah, in a circular from which extracts are 
printed on another page, calls attention to an objectionable phase of the 
Corporation Tax Law which has been quite commonly overlooked. The 
Law authorizes as a deduction from income “the amount of interest 
actually paid within the year on its bonded or other indebtedness to the 
amount of such bonded or other indebtedness not exceeding the paid-up 
capital stock of such corporation.” Mr. Marsh, pointing out that this 
provision of the law will bear most unjustly upon certain manufacturing 
and trading companies, takes as an example the cotton and naval stores 
business. Corporations engaged in these businesses make advances to 
producers on their crops, and contracts for delivery, and are necessarily 
heavy borrowers from banks, paying interest to the banks and charging the 
same to the planters. Their paid-up capital stock is relatively small ia 
comparison with their indebtedness. Since they re-loan most of the money 
they borrow, they receive interest on large amounts, and these receipts 
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will naturally be included in gross income without corresponding deduction 
on account of interest paid to the banks. Such corporations will suffer, 
of course, in the proportion which their paid-up capital bears to their 
borrowed capital. Some means, of course, had to be provided to prevent 
corporations from creating “ fake” loans and eating up income with inter- 
est, but the law as it stands will certainly meet with opposition in the 
south, where cotton and naval stores play an important part in trade. 





It may surprise readers who are not familiar with British law to learn 
that under the provisions of the Companies Act such an institution as the 
National Penny Bank, Limited, has been formed. It is precisely what 
the capitalized savings banks of some of our states ate, but it is not 
amenable to the Bank Act nor to the Savings Bank Act, nor does it 
appear to make any report to any constituted authority. It seems, how- 
ever, to be a most excellent institution, designed to serve the frugal public 
better than the trustee savings banks or the postal savings banks. It has 
fourteen branches in London, all but one open from 9 a. m. to 9 p. m, 
and receiving from one penny upward, but not “limited” in that direction. 





Messrs. Suffern & Son announce that they have opened an office at 
Pittsburgh under the management of James Grant, C. P. A., who has been 
admitted to membership in the firm. 








The American Association Convention. 


The twenty-second annual meeting of the American Association of 
Public Accountants, a brief account of which was given in the November 
JournaL, was held at Denver, Colorado, from October 18 to 21, and 
was very successful. The President’s Address and Mr. Foote’s paper were 
reprinted in last month’s JourNnaL, and the other three principal papers 
are given in this issue. 

The first session of the convention was called to order in the audi- 
torium of the Denver Y. M. C. A. on Monday morning, October 18, by 
President Sterrett. After a short informal speech of welcome by State 
Senator A. V. Bohn, who fathered the Colorado C. P. A. Law, the con- 
vention listened to two papers: “ The Relation of Economics to Account- 
ancy,” by Professor James E. Le Rossignol, of the University of Denver, 
and “Correct Accounting a Fundamental Basis for Regulation and Taxa- 
tion,” by Allen Ripley Foote, President of the International Tax Associa- 
tion. Short discussions, which were opened by Mr. W. L. Pitcaithly and 
Mr. G. D. Strachan, followed each paper. 


Mr. Alexander E. Fowlie, chairman of the Annual Meeting Committee, 
presided at the opening of the second session on Tuesday morning and 
introduced Governor John F. Shafroth, of Colorado, who welcomed the 
delegates on behalf of the people of Colorado, and spoke on the necessity 
of uniform accounting in state and county institutions, and on the import- 
ance of publicity in the accounts of quasi-public corporations. Hon. J. A. 
Burnett, President of the Board of Supervisors of Denver, then welcomed 
the convention to the city, in place of Mayor R. A. Speer, who was unable 
to attend. Mr. H. M. Temple replied on behalf of the American Asso- 
ciation. 


After a short recess, a business session was held, in which the reports 
of the Board of Trustees, and of the Committee on By-laws were read and 
accepted. President Sterrett then read his annual address, which appeared 
in the November Journat, after which adjournment was taken for a 
complimentary luncheon tendered the visiting delegates by the Colorado 
State Society. 

At the afternoon session, the Committee on Accounting Terminology, 
which was appointed after the previous annual meeting, to prepare an 
authoritative dictionary of accounting terms, rendered its report. The 
report evoked much discussion, which resulted in the adoptign of the 
following resolution, presented by Mr. W. C. Newell: 


Resolved, That the thanks of this association be and hereby are ex- 
tended to Messrs. Seymour Walton, James T. Anyon, and Edward L. 
Suffern, for the valuable services they have rendered to the association 
during the past year as a Committee on Accounting Terminology ;: and be 
it further 
_ Resolved, That the report of that committee, together with the discus- 
sions thereon at this meeting be referred back to the Committee on Ac- 
counting Terminology as constituted during the year just closed, with the 
request that they add to their number three leading economists, and that 
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the six members of the committee as it will then be constituted, select 
a member of this association to act as chairman. Be it further 

Resolved, That this new Committee on Accounting Terminology be and 
are hereby requested to define such technical words and phrases as are 
commonly used by accountants, with a view to the adoption of these defini- 
tions by this association, and that in accordance with the request of this 
committee, all members of this association be urged to co-operate in this 
work by furnishing the committee with such disputed or objectionable 
definitions as come to their notice, together with their suggestions as to 
what would seem to them to be the proper definitions. Be it further 

Resolved, That the committee be requested, if practicable, to make a 
final report at the annual meeting of the association in 1910. 

The report of the committee will be sent to all members of the Asso- 
ciation through the various state societies, and it is hoped that a final report 
may be prepared during the coming year, with the co-operation of 
accountants throughout the country. 

Two excellent papers were read at this session: “ Depreciation, Re- 
newal and Replacement Accounts,” by Mr. Herbert G. Stockwell, and 
“ Verification and Treatment of Inventories in Audits and Examinations of 
Manufacturing and Trading Concerns,” by Mr. W. R. Mackenzie. Both 
papers called forth interesting discussion, and a vote of thanks was ten- 
dered the authors. 

The annual elections were held at the fourth session on Wednesday 
morning, with Mr. E. W. Sells in the chair, and resulted in the unanimous 
election of Mr. Joseph E. Sterrett as president; Mr. T. Cullen Roberts, 
secretary; Mr. H. A. Keller, treasurer; Messrs. W. F. Weiss, W. S. 
Davis, and J. A. Cooper, trustees; and Messrs. E. E. Gano and C. F. 
McWhorter, auditors. Mr. Sterrett and Mr. Roberts were both re- 
elected, the latter for the fifteenth time. It was decided to hold the annual 
meeting for 1910 in New York City. 

Under new business, two subjects were referred to the incoming 
executive committee for consideration. The first was the matter of having 
an executive officer who should devote his entire time to the interests 
of the Association, as suggested in the President’s address. The second 
was embodied in the following resolution, offered by Mr. W. H. Lawton, 
and carried: 

Resolved, That the matter of suggesting amendments to the Corpora- 
tion Tax Law along the line of correct and scientific accounting be referred 
to the incoming executive committee with full power to act as in their 
judgment shall be to the best interests of accountancy. 


Three new state societies were elected to membership in the Associa- 
tion: Wiseonsin, Montana, and Virginia. A new society was also admitted 
from California after the withdrawal of the old society. The new society 
combines the various factions that have been at odds in California, and 
this happy solution of the difficulties there was one of the most gratifying 
developments of the convention. 

The enactment of C.P.A. laws in the States of Minnesota and Missouri 
were reported, as well as the enactment of a law registering public account- 
ants in Massachusetts. The States of Colorado, Missouri and Minnesota 
reported marked progress in accountancy education. With the co-operation 
of the Colorado Society, the University of Denver has established a 
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School of Commerce and Accounts; a City College of Law and Finance, 
offering courses in accountancy, has been established in St. Louis; and the 
Minnesota Society has been co-operating with the University of Minne- 
sota and the St. Paul Institute of Arts and Sciences, with a view of 
offering such instruction this year. 

The annual banquet was held in the Shirley Hotel of Denver on Wed- 
nesday evening, October 20. Hon. Charles S. Thomas was toastmaster, 
and toasts were responded to by President Sterrett, Mr. A. Dupont 
Parker, Mr. H. S. Chase, and Mr. R. H. Montgomery. 

On Thursday, the last day of the meeting, the convention met at the 
Union Station at Denver early in the morning, where they took a special 
train for Glacier Lake and Boulder. The former resort is 9,500 feet 
above sea level and was reached after a two-hours’ ride over the winding 
route through what is often referred to as “ The Switzerland of America.” 
Immediately upon their arrival there, the members and their guests were 
served with an elaborate picnic luncheon, after which the new officers were 
inducted into office. Before leaving for Boulder, where the delegates spent 
the afternoon, resolutions were adopted thanking the City of Dnver, the 
Colorado State Society, and the State of Colorado, for the hospitality 
which had made the 1909 annual meeting so pronounced a success. 





President Sterrett on Uniform State Legislation. 


The National Civic Federation Review of November 15 publishes a 
symposium on “Uniform State Legislation,” to which several governors 
of states and representatives of various national associations make con- 
tribution. President J. E. Sterrett of the American Association speaks 
forcibly and clearly for the accountants. We reprint the following para- 
graph from his contribution: 

The United States is one nation, not many, and the tides of commerce 
should not be hampered and restricted by state lines. Every business man, 
and every thoughtful observer, knows that such restrictions do now exist 
and is interested in means looking to their removal. The laws respecting 
the formation of corporations vary widely and frequently legitimate enter- 
prises are compelled to seek the advantages offered by the laws of another 
state, while at the other extreme are to be found other states whose laws 
afford an easy opportunity for the incorporation of all sorts of wildcat 
ventures. The foims of annual or other reports that corporations are 
required to render to the state authorities, for taxation or other purposes, 
are not alike in probably any two states, and in many the requirements 
are plainly impossible. For instance, in Pennsylvania corporations are 
required to furnish a report of their earnings and expenses for each year 
ending on the first Monday in November, together with a condensed bal- 
ance sheet as of that date. It is, of course, extremely doubtful if a single 
corporation in that or any other state closes its fiscal year on the first 
Monday in November, and therefore any figures presented for such a 
period must, at best, be a guess, yet the report must be rendered under 
oath. Nor does Pennsylvania stand alone in this respect. Other states 
differ in the particular form of their absurdities, but the absurdities exist 
none the less glaringly. 
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Interest and the Corporation Tax. 


R. P. Marsh, C.P.A., of Savannah, Ga., under date of November 10,. 
published a circular comment on the Corporation Tax, from which we 
make the following extracts: 

I think that a majority of the managers of corporations have supposed 
that the tax was to be assessed on net profits, instead of upon cash 
receipts and disbursements; therefore it will be with considerable surprise 
to many managers, unless they are informed differently, when the discov- 
ery is made upon making returns upon the official blanks (which I under. 
stand have not yet been issued), that in some instances the net earnings 
received will be greatly in excess of net profits. 

To explain how this can be I ask you to consider the possible opera- 
tions of many cotton mills this year. Owing to the high prices of raw 
cotton, most mills will probably not have as large a stock of raw material 
or manufactured goods on hand on December 31 next, as was brought over 
from 1908, on January 1. Consequently the income received this year will 
include the proceeds of cotton, and cotton manufactures, bought or pro- 
duced last year. If the value of the merchandise stock on January 1 was 
$200,000.00, and will be only $20,000.00 on December 31 next, the net 
income of the corporation, in the meaning of the law, will be swelled by 
$180,000.00, which certainly is not profit, and the cost of which cannot be 
included with expenses, not having been paid out during the year. 

The reverse will be true, in some instances, and doubtless many cor- 
porations will not be assessed anything during the year 1909, although 
earning substantial dividends, because their stocks of merchandise or 
material have been increased during the year. The law requires returns 
for gross income received during the year from all sources, with allowances 
for ordinary and necessary expenses actually paid out during the year. 
No provision is made for income received from sales of stock on hand at 
commencement of year, or for “ expenses actually paid out” for merchan- 
dise remaining unsold on December 31. Indeed, to ascertain such figures 
would be almost impossible in many, if not in most businesses, except by 
the customary methods of inventories, which however is clearly not per- 
mitted by the law. 

It will not do to conclude that the excess taxation from this cause in 
one year will be equalized in the next. There can usually be no such 
equalization because there is no provision for deduction from succeeding 
years of “net income received ” of this year’s excess of “ expenses actually 
paid out.” The results this year may be net profits $50,000.00; but “ net 
income” (?) minus $100,000.00, because of $150,000.00 increase of stock on 
hand. Consequently in following years net income received will be 
$150,000.00 greater upon realization of the same, and on this increased in- 
come the corporation would have to pay $1,500.00 against the saving 
effected this year of $500.00, viz., 1% on its net profits of $50,000.00 not 
paid. 

The British Income Tax, which is general and not restricted to cor- 
porations, is based upon profits, and has stood the test of many years; 
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indeed, it appears that our law is the only one in any English-speaking 
country that attempts to levy an income tax upon the difference between 
cash receipts and disbursements. 

There is another feature of the law that I think deserves consideration 
and amendment. It is the provision limiting the amount of interest which 
may be included with expenses, to interest upon an amount equal to the 
paid in capital stock of the corporation. 

I believe it should be generally admitted that some such provision was 
necessary to prevent the disappearance of profit or income as interest, but 
its practical working will, it seems to me, in many instances work a hard- 
ship on our section of the country. The cotton and naval store business, 
both factorage and export, are very largely conducted on borrowed money. 
A cotton exporting corporation, aided by banks, might have several times 
its capital invested in cotton, and not being allowed, as necessary expenses, 
interest on more than its capital, might, instead of 1 per cent., be actually 
paying out double or even treble that rate. The injustice would be aggra- 
vated in respect to factorage houses, if such are required to include with 
their income interest charged to their customers and are not allowed to 
include with expenses (except for interest on amount of capital), the 
interest paid in order to maintain advances to their producer customers. 
I think such mercantile corporations should be allowed to include all 
interest actually incurred on money actually borrowed, or at least should 
be allowed to offset income received for interest by expense incurred for 
interest, in addition to the allowance for interest on the amount of capital. 





Accountants have been engaged for some months in investigating the 
books of the City of Baltimore, and their voluminous report has been re- 
cently issued. The main recommendations of the report have relation to 
the proper organization of the Controller’s office, suggesting that its duties 
should not include the handling of any cash, but should be confined to the 
control by totals of the accounts of the various department, and an audit 
of the details thereof by the staff of the Controller’s office. They also 
recommend an annual audit of the accounts of the city by public account- 
ants, and the introduction of a new system of accounting, to include correct 
records of all property owned, and the keeping of an income and expense 
account in place of the old-fashioned system of receipts and disbursements. 
Their recommendations are all in accord with sound accounting practice, 
and their audit for the city should make for economical and honest admin- 
istration. 
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Inefficiency of New York City’s Accounts. 


It may seem extravagant to say that the condition of New York is 
worse than in Tweed’s time, but only to those not familiar with the 
conditions. There was a limit to the Tweed Ring’s thefts, and there 
was a summary remedy. But the waste now going on is larger in volume 
than the Tweed robberies, and no summary remedy is possible. There 
is no man whom it seems possible to send to jail for errors of ineffi- 
ciency, buttressed by precedents, and defended by ancient customs. Or 
if by chance any were punished for the waste of millions his associates 
would proceed on the old methods unless new ones are provided. 

Some think that New York keeps all the accounts necessary. It is 
true that it keeps tons of them, many in sham iron safes, with wooden 
backs. But these accounts are of the simple primitive sort required to 
account for the expenditure of cash received by balancing totals in and 
out. This may be done perfectly—as a matter of fact it is done badly— 
and yet almost everything would remain to be desired. A merchant 
would be headed straight for bankruptcy if he knew no more about his 
business than his cash-book showed him. What the merchant wants to 
know is what his costs are, for the only way to increase profits is to 
decrease costs. No man can be sure that he is not expending his capital 
unless he knows that his costs are below his selling price. No man 
can know what his selling price ought to be unless he knows what his 
costs are, and no man can know that he is making the profits his business 
ought to make unless he knows every item of cost, so that waste may be 
discovered and a check may be placed upon it at the earliest possible 
moment. 

There are those to whom this is too evident for argument, who yet 
deny that it is applicable to governmental affairs. Cities make no profits, 
they contend, so that they have no need for profit and loss account. The 
resources of a city are the resources of the aggregate of its citizenry, 
so that the municipal corporation cannot have a balance sheet. Accord- 
ingly the City of New York keeps no capital accounts. The entries 
necessary to construct such an account may exist, but the accounts are not 
organized to show them, and do not show them, except after rare and 
expensive investigations, which lock the door after the horse is gone. 
In truth, a city needs a cost sheet more than any merchant. His selfish 
interest keeps him watchful as the price of solvency. And his hand is 
on the safety valve through consecutive years. But no one has a selfish 
interest in a city’s solvency except the bondholders, who have no way 
of detecting waste and inefficiency, nor any means of checking them 
except by refusing further credit. 

Take New York’s investment of a hundred millions or so in bridges. 
It is not disputed that they are a public benefit, but the accounts do 
not show how beneficial they are, nor, what is more important yet, 
whether they are as beneficial as they ought to be. No such study of 
their traffic capacity has ever been made, as was one of the first things 
done for any private enterprise. No depreciation account is kept. Their 
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cost is amortized—that is to say, the payment of the bonds is provided’ 
for by the sinking fund, but there is no attempt to make the bridges 
pay for themselves. The city is just awaking to the fact that its expendi- 
ture of borrowed funds places it in the position of a merchant who has. 
been selling below cost and living on his capital, and is amazed because 
bankruptcy disclosed it to him before his accounts did. The city’s ferries 
are another speculative enterprise run in defiance of mercantile maxims. 
Who ever heard of any discussion of what it costs to transport a passenger 
or aton? The ferries to one borough are known to absorb all the taxes 
that borough pays. Public opinion would not sustain a proposition to 
exempt that borough from the payment of taxes, but it prohibits the 
abandonment of the ferries. It is not suggested that they ought to be 
abandoned, but they ought to be run on business principles, or, if not, 
at least it ought to be known exactly how uncommercially they are run. 
And why? Then public opinion could form and express itself intelli- 
gently. 

With the payrolls when presented for audit “no evidence whatever 
is presented as to service rendered.” The approval of heads of depart- 
ments is accepted, although it is known that no time records are kept 
and no certificates are exacted from those who have knowledge as to 
whether employes are even present at the respective stations named. 
* .%.* * In passing this class of claims there is not a line of evidence 
reviewed, and not a signature of a person affixed to a document who 
has any knowledge as to the validity or the justice of the claim. Even 
in the Department of Finance no record is kept from which a payroll 
may be reviewed. Men have been away from their posts for weeks at 
a time in the bureau of audit itself, and others have been in a drunken 
condition at their posts, yet the payrolls have been passed. It is no 
wonder, therefore, that men on the city payrolls are regularly employed 
as bartenders and in other occupations, not even taking the time to come 
to a city office to draw their pay.” 

In this manner the city disburses in excess of $50,000,c00 annually. 
The absence of any system of control, of comparison of efficiency, of 
costs of production, impresses itself upon even indifferent attention. 

The same may be said regarding the sort of accounts which the 
city does keep as a safeguard against pigmy Tweedisms at the spigot, 
while millions are running from the bunghole. Speaking of one depart- 
ment, the author says: 

“Orders are copied three times; invoices are copied in toto twice:; 
they are initialed fifteen times—five times on each of three copies; they 
are stamped six times—twice on each of three copies; they are numbered 
six times—twice on each of three copies; the name of the contractor in 
each invoice is written in the book ten times; the date on each invoice 
appears in the books sixteen times; the amount of each invoice is written 
seven times; the invoices are distributed to the same appropriation five 
times, and the requisitions are recorded six times.” 

And yet the city needs more accounts? Incredible. The city needs 
different accounts—New York Times review of Dr. Frederick A. Cleve- 
land’s “ Municipal Administration and Accounting.” 
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Edited by Lee Gattoway, Ph.D. 


SCIENCE OF ORGANIZATION AND BUSINESS DEVELOPMENT. By 

Robert J. Frank, LLB., of the Chicago Bar. Published by Samuel 

A. Bloch, The Bookman, Chicago, 1909. Price, $2.75. 

One of the chief difficulties confronting the writer upon business sub- 
jects is the selection of terms which will be understood generally by the 
reading public. 

The author of the “Science of Organization and Business Develop- 
ment” has been more successful in this respect in the body of the text 
than he has in the selection of a title for his book. Perhaps it is natural 
for the lawyer or the promoter to look at the “Science of Organization” 
from the purely legal or financial side of the subject, but organization 
as applied to business has a broader meaning. It has reference especially 
to the structure, functions and the departmental relations growing out of 
these two elements of organization. It involves the management of the 
technical processes and labor control. It embraces the direction of the 
larger problems of business policy as well, but within the latter falls the 
province of incorporation and corporation methods of financiering. Lim- 
ited to this field the book under review is better described by the inside 
title page which informs us that the book is a Treatise on the Law and 
Science of the Promotion, Organization, Reorganization and Management 
of Business Corporations. 

There is little in the book pertaining to theory of corporations, but 
the descriptive matter which sets forth the legal means and methods of 
operation is simply and clearly given. An example of this is seen in the 
chapter on the “ Examination of Books and Records,” where the following 
subjects are described: the public demand for independent investigation, 
the compilation and furnishing of information, the examination of the 
corporate minute book and the certificate of incorporation, the stock cer- 
tificate book and transfer journal, the trial balances, etc., etc. 

The book also has a valuable appendix which contains special forms of 
reorganization and installment certificates, by-laws, resolutions, synopsis 
of the corporation laws of the favorite states for incorporating, rules for 
listing stocks and bonds, and forms of option contracts, etc. 

Mr. Frank has written a book which may well find a place in any 
business man’s library. L. G. 


EFFICIENCY AS A BASIS FOR OPERATION AND WAGES. By Harring- 
ton Emerson. Published by The Engineering Magazine, New York, 
1909. Price $2.00, prepaid. 

The business world has been enriched by the appearance of Mr. 
Emerson’s book on “ Efficiency,” and especially has he laid the accounting 
profession under a heavy obligation. Without detracting in any way from 
the credit to which Mr. Emerson is justly entitled, it may be said with truth 
that he has placed a strong shoulder to the wheel of conviction which the 
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accountants for some years past have been endeavoring to roll up the 
hill of skepticism. For years the accountants have been calling attention 
to the necessity for accurate factory records and have been maintaining 
that such records would serve the manager as a means whereby to gauge 
efficiency, only to be scoffed at as “red tape artists.” But now comes the 
engineer with a system which, for exactness of detail and scientific con- 
struction, eclipses the most sanguine dream of the accountants. “A stand- 
ard of efficiency "—a measure whereby results may be expressed. Just as 
the housewife buys a bushel of potatoes for a dollar, so may the manu- 
facturer buy a certain measure of results for a dollar. Money invested 
in wages should not buy so much time but certain results. 

It is not surprising that such a book should have come from the 
engineering profession. Men trained in a profession where accuracy of 
methods and results are imperative could hardly be brought into contact 
with the lax and inefficient methods prevalent throughout the industrial 
world without offering a protest. 

One of the chief reasons for this inefficiency has been a lack of any 
adequate realization of the necessity for practical standards. To set up and 
maintain these standards, Mr. Emerson supplements the line organization 
with a staff of specialists under the direction of the “ Efficiency Engineer.” 
Standards are evolved as a result of tests and time studies. The standard 
time of an operation is the reasonable time for a good worker to accom- 
plish the task set. Such standard becomes the par of efficiency, and any 
excess over the standard time becomes the discount, or measure of in- 
efficiency. To enable him to reduce or eliminate this waste of time the 
individual operative has at his disposal indirectly the experience and coun- 
sel of the staff specialist. From a cold-blooded business or scientific stand- 
point the effectiveness of such an organization is apparent, but it also 
works an advantage to the individual. It not only lessens the drudgery 
of his daily task but it inspires in him an ambition to equal the record of 
his fellow workman who accomplishes his task in the time set, and 
through his efficiency assures himself of the approval of the management 
and a continuance of employment as long as there is a demand for efficient 
men. 

As a reward for individual effort and an inducement to men to exceed 
the standard, Mr. Emerson advocates a bonus system which consists of 
an increasing premium for service above basic quality. This idea is 
very well brought out in a chapter on “ Standard Times and Bonus.” 

Of peculiar interest to accountants are the chapters dealing with costs. 
Here predetermined or standard costs occupy the seat at the right hnad 
of the throne. Resultant costs have become obsolete. The cost records 
have been allowed to reimain, however, for the purpose of showing actual 
costs. The difference between actual costs and standard cost constitutes 
“ waste,” which is the measure of inefficiency. While this idea strikes the 
keynote of succssful business administration, it should also be borne in 
mind that costs are of value to adminstrative officers in enabling them to 
fix selling prices, as well as a guide in administration. Judged collectively, 
however, the chapters on “ Costs” are excellent, and indicate much careful 
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thought of a higher and different quality than has been given expression 
in book form elsewhere. 

This chapter points out the possibilities open to engineers and account- 
ants alike as to the need for co-operation between the two professions 
before anything approaching good results can be obtained. Just as the 
accountant must know where his province ends and that of the lawyer or 
appraiser begins, so engineer and accountant must determine the line of 
demarkation, but each must perform his function in harmony with the 
other. 

“Efficiency as a Basis for Operation and Wages” is full of merit; 
we hope that it will meet with the consideration and appreciation that its 
contents warrant. Joun R. WILDMAN. 


SELECTIONS FROM THE ECONOMIC HISTORY OF THE UNITED 
STATES 1765-1860, WITH INTRODUCTORY ESSAYS. By Guy Stevens 
Callender, Gin & Company, 1909. 819 pages, 8vo. Price $2.00. 


In this volume we have at last an economic history of the United 
States written for men, not children. In place of engaging pictures of a 
Conestoga wagon, the first railroad train ,a pioneer’s log hut, with descrip- 
tions which, aiming at nothing in particular, therefore succeed in describing 
really nothing, there are here illuminating statements by contemporaries of 
each stage and phase of our economic development, selected in th light of 
economic principles. Selection (not the mere heaping up of materials), 
critical judgment, the scientific analysis of the whole situation, are the 
distinguishing features of this book. The seas are crossed, the mountains 
scaled, the great plains traversed, to some intellectual purpose. 

There are fifteen chapters, and each chapter is divided into from two 
to seven subdivisions. All the chapters except the first have a short 
introduction by the editor, which, taken together, constitute a condensed 
treatise. Probably few readers will appreciate the labor and thought that 
has gone into them. Nevertheless they will produce their effect. It is 
safe to say that a new departure in the study and teaching of American 
economic history dates from the publication of this work. 

C. W. M. 


Lectures on Government Accounting in Washington. 


The Association of American Government Accountants has arranged 
a series of public lectures on subjects relating to accountancy and to 
governmental business, which are being delivered at bi-weekly intervals 
in the Public Library of Washington, D. C. The first two lectures of the 
series were delivered during November: “Municipal Budgets and 
Expenditures,” by Dr. Le Grand Powers of the Census Bureau, and 
“ Accounts of the Foreign Service” by Mr. J. H. Tibbitts of the Depart- 
ment of State. The lectures are arousing much interest. 
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Epitep By CHARLES W. GersTENBERG, Ph.B., LL.B. 
BANKS.—BANK GUARANTEE AcT OF NEBRASKA VOID. 


An act of the legislature of Nebraska, approved March 25, 1909, the 
purpose of which was to compel banks to guarantee deposits of other 
banks, not national, within the state, has recently been held void by the 
Federal Circuit Court. The act prohibited the banking business from 
being carried on except in the corporate form, and provided that the right 
to engage in that business be conditioned up the making of certain contri- 
butions to a fund known as the “ depositors’ guaranty fund,” to be used 
for the payment of the claims of depositors of any bank organized under 
the state law, which should become insolvent. 

The decision holding the act void comes as the result of an action by 
certain individuals and corporations in Nebraska to enjoin the authorities 
from enforcing the act. The scheme of bank deposit guaranty formulated 
by the Nebraska legislature is held to be a violation of the Fourteenth 
Amendment to the Federal Constitution, and of a similar provision in 
the State Constitution. The contentions of both sides—the state and the 
bankers—are well set forth and passed upon in the following paragraph: 

It is insisted that the provision in question is similar to those regula- 
tory measures often imposed upon banking and other business interests, 
whereby the state lawfully imposes license fees, requires frequent exam- 
inations or inspections, designates the character of investments that may 
be held, prescribes the amount of capital necessary to engage in a designated 
business, and the like. It is sufficient to say that these and similar meas- 
ures are founded on the theory that they merely require the one upon 
whom they are imposed to pay the expense of inspection of his own busi- 
ness and to safeguard those who deal with him. It is entirely clear that this 
act of the legislature does deprive the citizen of his right to engage in a 
lawful business, except upon the terms that the state will take of his 
property, without his consent, for the private use of others, and wihout due 
process of law. This is not accomplished by requiring that A. shall pay 
directly to B., or to B.’s creditors, a certain sum of money for the financial 
relief of B., or of his creditors; but the same process is effected through a 
process akin to taxation. It is well settled that the state can not, under 
the form of taxation, take the property of its citizens and give it to build 


up the private fortunes of others —First NATIONAL BANK oF HOLSTEIN, 
EB., VS. SHALLENBERGER, 172 FED. 999. 


SicGNeD BLANK BANK CHECKS. 


Where a person leaves with his bookkeeper a number of signed blank 
checks, one of which is stolen and filled in and subsequently paid by the 
bank, the loss falls on the signer, he having assumed the risk of placing 
his signature where forgery could be committeed without possible detection 
by the bank. This decision seems to fly in the face of the Negotiable 
Instruments Law, Section 34, which says: “ Where an incomplete instru- 
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ment has not been delivered it will not, if completed and negotiated, with- 
out authority, be a valid contract in the hands of any holder, as against 
any person whose signature was placed there on delivery.” 

The case is therefore interesting, for it draws a distinction between 
the validity of the instrument in the hands of a bona fide holder and in 
the hands of the bank which has paid it. “We may, for the purpose of 
this appeal, dismiss entirely the question whether the defendant would be 
liable to a bona fide holder for value; the question before us is entirely 
one concerning the duties of a depositor to his bank. That a depositor 
owes a real duty of care to the bank has been frequently decided, and 
this duty is greater than that which the maker of an instrument owes to 
subsequent holders for value. A purchaser of a negotiable instrument can 
take it or not at his option, and usually, at least to some extent, relies 
upon the responsibility of the last holder. A bank, however, must at its 
peril pay out the money deposited if the depositor directs it to do so.” 
—Txue Trust Company or AMERICA vs. Henry Conkiin, N. Y. Law 
Journal, November 24, 19009. 


EXAMINATION oF StocK Book By STOCKHOLDERS. 


The highest court in the State of New York has very recently held 
that a corporation having an office for the transaction of business in the 
state is bound to permit one of its stockholders to inspect, during the 
usual hours of business, the stock book and to copy therefrom the natties 
of its stockholders, their places of residence, and the number of shares 
held by them respectively. The stockholder cannot be deprived of this 
privilege till he discloses the purpose of the inspection—Rozert E. Henry 
vs. Bascock & Witcox Company, N. Y. Law Journal, November 23, 1909. 


MOoNOPOLIES. 


The Standard Oil Company has been declared illegal by the United 
States Circuit Court as violating the Sherman Anti-trust Act of 1890. 
The memorandum of the court has been so widely and completely reported 
in the press that any further comment here would be superfluous. To 
preserve, as a matter of record, however, the vital part of the decision, we 
reprint the “pertinent rules” applied to the facts for the interpretation of 
the statute: 


The test of the legality of a contract or combination under this act is 
its direct and necessary effect upon competition in inter-state or interna- 
tional commerce. 

If the necessary effect of a contract, combination, or conspiracy is to 
stifle, or directly and substantially to restrict, free competition in com- 
merce among the states or with foreign nations, it is a contract, combina- 
tion, or conspiracy in restraint of that trade and it violates this law. 

"The parties to it are presumed to intend the inevitable result of their 
acts, and neither their actual intent nor the reasonableness of the restraint 
imposed may withdraw it from the denunciation of the statute. 

The exchange of the stock or shares in the ownership of competitive 
corporations engaged in inter-state commerce for stock or shares in the 
ownership of a single corporation, the necessary effect of which is a direct 


149 


























The Journal of Accountancy. 


and substantial restriction of competition in that commerce constitutes a 
combination in restraint of commerce among the states or with foreign 
nations that is declared illegal by this law. 

It may be added that the defendant will undoubtedly appeal and that 
the matter will go directly to the Supreme Court instead of taking the 
usual course of appeal through the Circuit Court of Appeals. This swift 
course is provided in the “Expedition Act” of 1903, giving to cases 
involving the Sherman Act the right of a direct appeal to the Supreme 
Court. 

There is so much popular confusion between the Standard Oil Trust 
and the Standard Oil Company that it is deemed necessary to call attention 
to the fact that the former was dissolved nineteen years ago (15 L. R. A. 
145) and was an arrangement between individual stockholders form- 
ing what is correctly and technically known as a “trust,” while the latter, 
recently declared void, is a stockholding scheme, whereby, instead of 
forming a new holding company, an old company already engaged in the 
business—the Standard Oil Company of New Jersey—took over the stock 
in the various subsidiary companies previously held by the individuals 
involved in the “ trust.” 


Trust COMPANIES. 


The powers of trust companies, though set forth with considerable 
detail in the statutes in New York, have not frequently been the subject of 
judicial determination. The case of GAUSE vs. COMMONWEALTH TRUST 
Co., 89 N. E. 476., which has recently been to the Court of Appeals, the 
highest tribunal in the state, is therefore interesting as a new judicial 
determination of the powers of trust companies. The opinion of the court 
below has frequently been cited as a rule prescribing what are beyond the 
powers of trust companies, but as a strong dissenting opinion was also filed 
the question could not be deemed fully decided till it had been before the 
Court of Appeals. 

Very briefly stated, the facts are these: The defendant trust company 
guaranteed to sell certain securities for the plaintiff at a certain price and 
before a certain time. The securities not having been sold and the stock 
(of the United States Shipbuilding Company) having become worthless, 
the action was brought on the guaranty, to which the defendant replied, 
among other defenses, that the alleged contract was ultra vires. It is 
unnecessary to go into the details, but the following excerpts from the 
decision will probably be found useful. 


What was the purpose of the alleged agreement with the plaintiff? 
It was not that the defendants should become the purchaser of such bonds 
and stock, but it was to bring the plaintiff into the pooling agreement to 
protect the price thereof. Both parties to said agreement promised to co- 
operate with the syndicate, and it was by the express terms of said agree- 
ment intended as an aid to the syndicate agreement. The defendant was 
not to profit directly by the sale of the plaintiff’s bonds and stocks in any 
event. It had no direct interest in the said agreement. The defendant, to 
induce the plaintiff to enter into the agreement, guaranteed at a minimum 
price within a specified time “the sale of all of his said securities * * * 
whether through the efforts of the syndicate or otherwise.” The defendant 
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did not at any time become the owner of the bonds and stocks, but the 
guarantor of a “ future” and, in substance, of the prosperity and success of 
the Shipbuilding Company. It was a reckless and most unusual and 
hazardous agreement. 

We have herein quoted the statutory definition of that form of a 
banking institution known as a trust company, and the statutory state- 
ment of its powers and the purposes of its organization. Such powers and 
purposes are primarily fiduciary. Their primary work is of a trust capacity 
and to a large extent they take the place of individual administrators, 
executors, guardians, committees, receivers and trustees. They receive 
appointment from the courts intrust capacities without giving a bond. 
It is assumed that the statutory restriction and regulation of their powers 
will make the execution of a bond in each particular instance unnecessary. 
The courts, in considering the effect of ultra vires acts, have always recog- 
nized the distinction between business and trading corporations and cor- 
porations whose purposes are largely fiduciary. 

The Legislature intended, and the public interests demand, that trust 
companies shall be confined not only within the words, but also within the 
spirit of the statutory provision which declares that a corporation shall not 
possess or exercise any corporate powers not given by law or not neces- 
sary to the exercise of the powers so given. Such authority does not 
permit a trust company to enter into speculative and uncertain schemes or, 
unless under peculiar circumstances not disclosed in this case, becomes the 
guarantor of the debtedness or business of others. Its authority to buy 
and sell bonds does not authorize it to indulge in hazardous promoting 
schemes, although it may hope from the success of such schemes to make 
large commissions and receive large bonuses.—GAUSE vs. COMMONWEALTH 
Trust Co., 89 N. E. 476. 


Loose Bookkeeping. 


The successful abstraction of from $600,000 to $2,000,000 or more, by 
Treasurer Warriner, from the funds of the Big Four Railroad, reveals 
such a looseness in its system of account keeping as few would have 
suspected in a great corporation, controlled by the Vanderbilts and sup- 
posedly possessed of the nicest facilities for directing the flow of its 
funds. It turns out that, so far as the protection of the revenues of 
the company is concerned, the costly and complex system of accounting 
which it has maintained has been really of little more practical value 
than the old stage driver’s system of “a slate, a sponge and a divvy.” 

Corporation accountants have been in the habit of sneering at Govern- 
ment methods, which admit of such peculation, for instance, as that of 
the sugar financiers in their dealings with the custom house. But here 
is a railroad company—with daily transactions so vast that the main- 
tenance of a system of checks and balances practically thief-proof would 
have imposed a tax on its earnings of only an infinitesimal percentage— 
one of whose officials has been able to get away with hundreds of thou- 
sands of dollars annually, for a long term of years, without being found 
out! In a day when three per cent. dividends are highly appreciated by 
capitalists, he steals enough to have paid such a dividend on $20,000,000 
for from one to four years! Nevertheless the Vanderbilt managers are 
usually considered “ smart.”—St. Paul Pioneer Press. 
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C P. A. Question Department. 


Conpuctep sy Leo Greenpuincer, M. C. S. 


Criticism and exchange of ideas will clear many a doubt and at the same time im- 
prove shortcomings. To solve, compare and criticise C. P. A. examinations, is 
the object of this department. With the aid of suggestions and criticism from the 
professional brethren, it can undoubtedly be achieved. Inquiries will be cheerfully 
answered. 


Following are the second and fourth problems in Practical Account- 
ing set by the Illinois State Board of Accountancy in May, 1909, with 
solutions, by Gustave Jacobssen. 


PROBLEM 2. 


By the partnership deed of a manufacturing firm, consisting of four 
members, A, B, C, and D, it was provided that in the event of the death of 
any partner before the expiration of the partnership by effluxion of time, on 
December 31, 1911, there should be paid to the legal representatives of the 
deceased the amount appearing to his credit on December 31, next preced- 
img the death, together with interest thereon at 5 per cent. per annum to 
December 31, following the decease, and a share of the profits of the 
year of his decease corresponding to the number of days that he lived 
during it, calculated after the rate of the average of his share for the 
last three completed years, together with interest on such share from the 
date of death to the end of the year. 

The four partners shared profits equally, and each took interest on 
his capital at 5 per cent. per annum, but no interest was charged on the 
drawing, for each drew at the end of every month an equal sum in 
anticipation of profits. 

The surviving partners were to share the profits equally. C died on 
June 30, 1905. The profits of the three immediately preceding years had 
been respectively $70,000.00, $78,000.00 and $63,500.00. The proportion 
payable in respect of a deceased partner’s interest and profits it was stipu- 
lated by the deed of partnership should be treated as a trade expense of 
the year in which he died. 

With the aid of the following trial balance of December 31, 1905, 
taken out before interest, depreciation, and an amount in lieu of factory 
rent have been charged, prepare manufacturing and profit and loss 
accounts for 1905, showing the various items in their proper divisions, 
and allowing $2,500.00 for depreciation of office furniture and fixtures, 
and 5 per cent. on the amount of the real estate (as appearing in the 
trial balance) for factory rent. Also construct a balance sheet, showing 
what was due to the deceased’s estate, and what capital stood to the 
credit of each of the surviving partners. 

The inventory at December 31, 1905, was $125,000.00 Bills receivable 
to the amount of $1,000.00, falling due after December 31, 1905, had been 
discounted. 


152 




















C. P. A. Question Department. 


ToTtaL BALANCE, DECEMBER 31, 1905 


Bi ee ooo 5k os) neeewaes Baw cake ¢ebateken $120,000.00 
i isk hss eee hees eek ae ks ee ace nae 110,000.00 
AE EEE OD Pr ay eps enh eS Be 100,000.00 
sss sees oa cas beuk ORE e RANE 90,000.00 
i Gs ino ox 00 0-5 nda ew $12,000.00 
SS ij. , ERA s irre ere re 12,000.00 
TE ees 5,000 .00 
ED, HO MOOR. ee cl eee sts 12,000.00 
Inventory, December 31, 1904............ 100,000.00 
Purchases during the year after crediting 
 aiindt pn oo <0chn hoe par 1,775,000 .00 
Factory wages and salaries............... 250,000.00 
Balance of Discount received and allowed. . 20,000.00 
Sales during the year, after debiting Sold 
oi ks ote de bans wee 'eos 2,110,000.00 
Cash on hand and at bank................ 29,500.00 
, 7 SONAR ee PO ae ea eae 16,000.00 
cs voc ov eh bs cneense nine 15,000.00 
Ce, 6. Sos Ow ee eok oes ws 9,000.00 
General office expenses................... 2,500.00 
Accounts receivable...................... 414,000.00 
TOWOGMNE GUOMEED. . ww woe ccc cenes 10,000 .00 
ER SE NIRS ARP 1,000 .00 
Rent and taxes, office.................... 2,000.00 
MNES ho 6 0 Fx3 cin has d als elle oe eas 60,000.00 
Pe OIE. 6 ann kc oc cen rsnencee 15,000.00 
Office furniture and fixtures.............. 2,500.00 
EL Lata Ws. cin. ee nae + 02 0.00 6 ee ods §0,000 .00 
I res eee eee 150,000.00 
Interest and bank discount paid.......... 7,500.00 





$2,750,000.00 $2,750,000.00 





PROBLEM 4. 

Two professional firms, consisting of two partners each; agree to 
amalgamate. Jones and Robinson have accounts receivable, $12,500.00, 
and other assets taken as net, $12,500.00. Sikes and Wilson have accounts 
receivable, $11,000.00, and other assets net, $1,000.00, each firm bringing 
$2,500.00 in cash and discharging their own liabilities, with an arrange- 
ment that the partners of each firm shall have a preferential allowance of 
15 per cent. on professional fees arising from the connections of each 
firm. 

At the end of twelve months the earnings were $49,500.00, of which 
$19,000.00 came from Jones and Robinson’s introduction, $23,000.00 from 
Sikes and Wilson’s and the rest from neutral ground. The accounts re- 
ceivable of Jones and Robinson were realized at an average loss of 6 
per cent, those of Sikes and Wilson at 5 per cent. The expenses were 
$16,725.00. As at the end of the year, make out the Realization Account 
of each firm, the Profit and Loss Account of the amalgamated firm, and 
the Capital Accounts of each partner, allowing interest on the net assets 
and cash brought in at 5 per cent per annum, but none on the Accounts 
Receivable. The drawings have been: Jones, $5,000.00; Robinson, 
$3,250.00; Sikes, $5,500.00; Wilson, $3,500.00, without interest. 

Profits are divided as follows: Jones and Sikes, three-tenths each; 
Robinson and Wilson, two-tenths each. The same proportions govern the 
divisions of assets brought in and the Preferential Allowances. 


153 


5 ce 











Fn. 


Seis. oR eRe a SS 


tote ete 


SBR AES iS stir ain atest RNB mate 


eevee were 


Sle abs 


AS 


oo eos 3 


bee eae 











Coo‘orl'zg ial aa 





coo‘orl‘zg 





ooS ‘for 
oS ‘goo'z¢g 
> 
= 
Ss 
~ 
a 
~~] 
~ 
3 
~ 
~ 000'oSz 
Ss 
— — 
: oco0‘oS ‘1g ooo'Sz1 
~ ooo'Slg‘1¢ 
= as ooo'SLL‘i 
| ooo‘ool ‘zg CCC CHR HHSC OOH OSH H HHH HOHE EEE SE OEEES soyes PN 000 ‘oorg 


ooo'ft 


cee eees szgoid ssoi‘y 


rerTrTir; pjos 


‘espul jo 4soo Surmpovjnueyy 


[ey «uO 


** "900‘0Q$ 0389S] 
%S ‘quer Alopey 


ce eeeosese Asouryo 


-eul pure yurid jo uoneneideg 


- Se eee sexe} AIOWBY 
**sgsuodxoe A10}0B YT 


** “SolreTes pue sosem A10j0e YF 


So61 ‘1£ ‘oaq ‘puey uo 4903S 


ose seGegs 


:$89’] 


Ey ‘saseyoing 


‘1£ ‘-oaq ‘A10qUaAUT 





‘S$o61 ‘1 staquis.eq 
INNODDY ONIGVA] GNV ONIYNLOVANNVAZ 


‘ WATHOUAd OL NOILOATOS 


154 








C. P. A. Question Department. 


OED A RR es 


uo ‘Vd %§ 92 ‘shkep ¥gr 3103 4soJozul snjd ‘juowseI8e 10d szyosd oy} jo oseys sty obL‘gg = 


JO} VIVYS $d ‘Seg'L 1g st SIqZ JO YNOJ-2uUG “I¥eA QUO 10} BBEIOAY 


oo oSL‘ogg 


©0000‘ or 





00° oS L‘gn$ 


00 00S ‘go1g 


eS ee ke eee Se ‘quel A110} IBY 


oo ooS‘forg ‘qunoOooe Zutpesy pue “Byw wos oom stetatied ‘syyOld ssor+) 








00° oSL‘ogg 


gz’ oge' or 


vl for'.eg 


00° 000'*O!I 


bL fQ0'C1 





00° ooS‘gorg 





Szol1 
"00S ‘olg = f+ oo$ 11g 03 pezUNOUIe sived BuIpadesd ooIY} OY} 10} spYyOsd Jez03 oY [— ALON 


SL Se 


I Sgt 
x ae egouey ‘Soo 1vaA 9y} JO SA¥p IgI peal] O 
Igt 


oo ove ‘gg 
‘iveA Quo 


“gcv'or 
SL°ger'or 
SL°gzev‘oig 


oos ‘¥ 
oos‘s 
000g 


o°° 
oo 
poled 


‘greys 8,q 
oererrrrrtr > y— 
crt teeess sss oppus sy 

:yeu 
-deg Sioujied uo 4yseiejuy 


$L £96'ex 


eh -€ee enereees 
%S ~~ oo otk! < 
JO skep gr ‘szyor 
jO a1eys UO 4sel0}UT 
se tees "00° Szg‘Lig yo 29® Sgt 
Igt 
‘szyoid © oreys [e} 
we uo % S$ 3 ysalaqUy 
:S1OJNIOX | $9 
. coe Hee 960 08s Cae 
pemoliog uo 4seJezuy 


00° obL‘g 


00° o00'Sg 


00° ooS'Lg 





00° ooS‘gorg 00° oSL‘gg 


oo oS L‘6tg 





LNNO20y SsO’] GNY 


11a0%d | 


**sqyoad 
Burq uMOp soURlTeg 

; *Sasuedxe OAT} BI4SI 
~UyUIpS pue [esoues TeIOL 
“siqep peg 

‘seinjxy pue oinjiuiny 
eoyjo jo uorjeloeided 
‘soxe} pue JUaI DIO 
““Sesusdxa 9dy0 [elBUe+) 
ceceetene SeouRleg sO 
“sesuedxe Zuljeaely 


00° 000g! 
00° oS$z 


00°000'e 
00° ooS‘z 
00° 000'6 
00° Coo‘org 











155 














4 oe + 
00 oSe'gSog 00 oSe'gSog 
9L° gz6'g6 00° oo0o'ftI ee) s3uIMesIp [880] 
of gz6'o1rg 
gf “gev'or ee ee | sqyosd % 
00° ooS't ee | 3selozUt %Ss 
00 000‘06g) = So6r ‘1f ‘9eq ‘JuaUTyseAUI S,q 
SL°ge6'611 ones 66 t iii | 
SL geo'rf1g j 
= BEE | dé sean cave deraseceensnnaeey euposs $¢ 
g ©O'COS'S tee eeees 4sei90}UI %S 
= 00° o00'001g **** $061 ‘1£ ‘Jaq JUeUTISEAU! S, | 
3 SL gzv'ot: 00° o000't1 Oe ee ee sBulm esp ° oo’ oSL'tl ee 40 
= SL ger'erig seit eaiiinimieinn TOL 
> ©0° 00009 ee 278180 Teoy 
= SZ “gee'or ee | sqzyoid K% 
00° 000'g lorem? eee *4Sele} UI %Ss ee 
> oo ooo‘or1g «TT $061 ag 20g 3 JUSUIISBAUI SLY 00° ooS ‘zr 00° ooS'z Aes S85 eee “uorneIeidep %99'91 :sse’] 2 
zm 870605 00° 000'Sr PTECTLit? *Asouryoew pue uel _ 
= a nee 
x PL £Qo6'go1g 2 S88 ee Ree eS Cee SBUIMBIP ‘ssa’] 00° oSz'zg 5»... SB adda uoljeloeidep %o1 :sse’] 
= PL fg6'f11g 00° ooS'eg see reesess"SgIngxy pue sInzIUINny sO 
a, Sed sjass ? 
s bl fee igs etliahhadl Siac hate “syyoud uo"ysalozuI %S V pend 
© 00° orl‘g ee eee ewe een wee *szyoid jo areys oo" ooS'tgs¢ ss  §  - @ 8020200266866 0606660848860 686059 [810 
— —_—— 
i 00 . o000's “eevee ee momen 0S oo° co0o0'sSz I ee | epeszur 4903 
00‘ 000‘ooIg “ee see eee eeeee *So61 rf eT 6 | ‘yet BO 
S840INIIXT 8,9 00° 000'ST 00° o0o00‘or “sss eeeeses*gunoosIp Jopun sijiq :sse’] 
OO'OOO'GTY “ost s settee tees a1qealooes SIIIq 
©0°000'oorg ———______ 00° 000t1¥ Trees seecceeesess -SIGBAIQIe. SJUNOIOY 
00° o00‘oSt ‘ sdpdicvnies tewts Yaad sta eee lll MF ERRORS yueq 3e pue puvy uo yseg 
©CO'00C‘OSGO tt gta: <-aues squnosoy 


syassy Mma944ngD 
S.LASSV 


SosispeQDsT 1944" 
SALLITIGVIT 





So6r ‘1€ sequisseq] uo sy 
LaSHQ ZONVIVG 














C. P. A. Question Department. 


SOLUTION TO PROBLEM 4. 


JONES aND RosINson’s 


REALIZATION ACCOUNT 


A DERE 





Assets to be realized 


To estimated value of assets: 
Accounts receiv- 


Scipiencxed $12,500 
Other assets...... 1,250 
WE 3. < 6s-<>'Fae 2,500 

$16,250 


To Jones, % share... $9,750 
To Robinson, %. 
ea ee 6,500 $16,250 








$16,250 


By Jones, % share.. .$450 
By Robinson, % 
gage yiely Jaro 300 


Assets realized 
By cash proceeds of reali- 
eer 
By cash brought in...... 2,500 
$15,500 
By loss on realization. ... $750 











) 


SIKES AND WILSON’sS REALIZATION ACCOUNT 


$16,250 





Assets to be realized 


To estimated value of assets: 
Account receiv- 


able...........$11,000 
Other assets...... 1,000 
Se 2,500 
$14,500 


To Sikes, % share... $8,700 
To Wilson, %5share. 5,800$14,500 


Assets realized 


By cash proceeds of reali- 


Sikes, % share..... $330 


es 
By cash brought in...... 2,500 
$13,950 

By loss on realization. ... $550 

















Wilson, % share... 220 
$14,500 $14,500 
Jones’ Capita, ACCOUNT 
i ee $5,000.00 IBy % share of Jones. 
To % loss on realization 450.00|| and Robinsons’ reali- 
To balance down....... 13,956.25|| zation.............. $9,750.00 
By % share of prefer- 
ential allowances... . 1,710.00 
By % share of interest. 112.50 
By %40 share of net profits 7,833.75 
$19,406.25 $19,406.25 
By balance........... $13,956.25 
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RoBINSON’sS CAPITAL ACCOUNT 





To drawings 
To % loss on realization 
To balance down....... 


By % share of Jones. 
300.00]! and Robinson’s reali- 
Je. ee See 
By % share of prefer- 

ential allowances... . 
\By % share of interest.. 


\To %o share of net prof- 


| 
| 
| 
| 
| 
| 
| 
| 


$12,937.5 | 





\By balance 


Sikes’ CapiTaAL ACCOUNT 


* 


$6,500. 


1,140. 


75- 





To drawings 

To % share of loss on 
realization........... 

To balance down....... 


$5,500.00) By % share of Sikes. 

| and Wilson’s realiza- 
330 .00)| 

12,878.75|)|By % share of prefer- 
| ential allowances. . 
'|By %5 share of interest. 
'|By 40 share of net prof- 

| I ee 
$18,708 75 


| By balance 


Witson’s CapiITAL ACCOUNT 


8, 


700. 


2,070. 
105. 


7833-75 


$18,708.75 


$12,878.75 





To drawings 

To % share of loss on 
pemmemeGiee............ 

To balance down....... 


| 


$3,500.00/|By % share of Sikes 


220.00) 

8,752.50 |By % share of prefer- 

|| ential allowances... . 

'|By % share of interest. 

| By %o share of net prof- 
| 





$12,472.50) 
‘= —waauutndigomanaeae 1h 


| By balance. . 


$5,800.00 


70.00 
1,380.00 


5,222.50 


$12,472.50 


$8,752.50 
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The Journal of Accountancy. 


CoMMENTS. 


In Problem 2 the Manufacturing and Trading Accounts are combined 
because the question merely requires the preparation of a Manufacturing 
and a Profit and Loss Account. As it would not be proper to show sales 
in a Manufacturing Account the two (manufacturing and trading), have 
been combined in order to determine the gross profit realized. It is rather 
questionable to include the item of traveling expenses in the Profit and 
Loss Account. This item represents a selling expense and should be 
included in the Trading Account. It is also questionable whether the credit 
of factory rent, $3,000, should go into the first section of the Profit and 
Loss Account. This item is equivalent to “income received from other 
sources ” and should go in the second part of the Profit and Loss Account 
rather than in the first. The Balance Sheet is self-explanatory, as each 
and every item is given in detail. 

In Probelm 4 it is required to show the Realization Account, as well 
as the Profit and Loss Account of the amalgamated firm. Income and 
Expenditure Account would perhaps be a more correct term for this state- 
ment. The term Profit and Loss Account should rather be used in con- 
nection with trading concerns, while Income and Expenditure Accounts 
should be used in connection with non-trading firms. As the problem 
emphasizes the fact that the firms are professional, the preparation of a 
Profit and Loss Account seems rather inconsistent. 

It will be noticed that the division of the net profits is made after all 
preferentials, in accordance with the wording of the problem, are taken care 
of by allowing to each respective firm the percentage agreed upon. The 
accompanying Capital Accounts of the members of each respective firm are 
self-explanatory. 


Accountants Who Advertise. 


It is not easy to exaggerate the importance of the special resolution 
passed by the Council of the Institute of Chartered Accountants in England 
and Wales last August, the official announcement of which appeared in 
these columns a short time since, removing a practitioner from member- 
ship of the Institute on the ground that an institution of which he was 
a director had advertised itself as being open to undertake the business of 
a professional accountant. There is, unfortunately, nothing particularly 
novel in the exclusion from membership of practitioners on the ground 
that they have infringed the law against advertising or touting for busi- 
ness. Although it must by this time be perfectly well known to all char- 
tered accountants that advertising is not allowed, instances occur from 
time to time in which someone apparently endeavors to steal a march upon 
his fellow members, evidently in the hope that his breach of decorum will 
be given to those who apparently wish to hunt with both hare and 
and merely warned. It is high time that no further indulgence should 
be given to those who apparently wish to hunt with both hare and 
hounds.—London Accountant. 
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